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THE DEFINITION OF CAPACITY OUTPUT 


A. Cook and N. Dufty* 


In our discussion of the term “capacity output" 
we shall concern ourselves only with the output 
of a single manufacturing plant. We shall make 
the simplifying assumption that this plant is pro- 
ducing one homogeneous product though the 
analysis is not dependent on this condition. The 
further assumption will be madethat capacity will 
not be limited by the absolute shortage of any fac- 
tor of production though manufacturing costs will 
obviously be affected by the supply costs of the 
factors. Our main concern will be with theconcept 
of capacity as it affects entrepreneurial decisions. 
We shall start our discussion with a brief critique 
of the definitions of capacity output which have 
been used (23)** and conclude with an attempt 
to construct a definition which is more precise and 
meaningful than those we have encountered. 


I. 


Kaldor and others (18, 2, 17) have defined 
capacity output as the least cost point onthe long 
run average cost curve. In this sense the term 
“long run" assumes constant techniques of pro- 
duction. A more realistic viewpoint would be to 
regard the long run average cost curve as repre- 
senting the lower segments of a series of short run 
average cost curves for different sizes of plant at 
any given time. Kaldor regards this point asa 
welfare optimum and he is mainly concerned with 
real costs rather than output. Considering only 
pure manufacturing costs there is little inductive 
or deductive evidence that the long run average 
cost curve stops falling at any known output(29). 
If we include the cost of physical distribution, 
however, the delivery of the product to an ever- 
widening market will eventually forcethelong run 
average cost curve upwards. This turning point 
will vary with the economic and technical condi- 
tions of production — with the varying relation- 
ships between the economies of scale in manufac- 
turing and the costs of physical distribution and 
also with the demand for the product relative to 
the size and geographic spread of the population. 
If the product has a low priceex works compared 
to the cost of moving it to the market — bricks 
would be an example — the least cost point on the 
long run average cost curve would be at a fairly 


*U niversity of Western Australia. 


This work was used to locate sources of defini- 
tions of capacity output used in economic theory. 
In some cases we have agreed with Nevile's criti- 
cisms, in others we have differed. 


low output. Over time four influences would be at 
work — changes in population, population distri- 
bution, tastes and the techniques of production. 
In most cases, however, capacity output in this 
sense will be at a very high output level, far too 
high to be of any practical useto the entrepreneur 
in his price-output and investment decisions. This 
definition, then, is inappropriate for our purpose. 


Another group of economists have taken as 
their definition of capacity that output at which 
short run costs are at a minimum (26, 7, 6). 
There are three objections to this. First, the 
minimum cost point may be very difficultto deter- 
mine owing to the linearity of the marginal cost 
curve over a wide range of outputs (10). Second, 
the minimum cost point, particularly if the ratio 
of capital to labour is low, may lie to the left of a 
saucer-shaped cost curve with the possibility that 
output could be doubled with only a small rise in 
average costs. Finally, if Marshallian rents are 
included, the minimum cost point in the short run 
would shift with changes in the price obtained for 
the product (21a). If it fell, for example, the drop 
in rent would move the least cost point towards 
the origin. These objections severely limit the use 
of this definition but we could agree with Hansen 
that this is optimum capacity (14). 


The opinion has been expressed that this defi- 
nition of capacity is particularly useful with refer- 
ence to the acceleration principle in that when the 
least cost point has been passed there is a possi- 
bility of investment (20). Investment decisions, 
however, depend on very many factors —thecost 
of a productive unit (28)*, its delivery time, the 
shape of the short run cost curve and entrepre- 
preneurial expectations of changes in demand, 
prices, interest rates, taxes, etc. The decision to 
invest, then, may be made before or long after the 
least cost point has been passed. Even so, this 
point does indicate the output level at which in- 
vestment decisions will at least be thought about. 
But this hardly seems a reason for regarding this 
output as the capacity of the plant. 


Andrews and others (1, 13, 32, 27) have 
coined what amounts to an institutional definition 
of capacity. Saxton's version — "maximum com- 


"Shackle rightly points out that the larger the 
investment the greater the entrepreneur's uncer- 
tainty and the less likely that the investment will 
be made, ceteris paribus. 
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fortable capacity" — expresses the concept suc- 
cinctly and emphasizes the maximisation of a 
preference function with a high profit content 
rather than profit alone. In this type of definition 
the businessman's quotation of his capacity as a 
percentage of rated capacity (8) is often accepted. 
This latter term is not precise despite the fact that 
the mathematical models of the engineer are as 
exact and as abstract as those ofthe mathematical 
economist. But the mechanical means of produc- 
tioa are designed, built and operated by human 
beings, a fact which removes some of the precision 
from rated capacity. This concept is oneof design 
rather than operation, it cannot recognise the 
particular techniques and skill with which the 
equipment is operated within the plantin question. 
When it is expressed as hourly output it ignores 
both long and short term maintenance periods 
and is not related to the number of hours a week 
which the plant operates. In most cases rated 
capacity is related to a specific grade of fuel, type 
of raw material, etc. and ifthese are changed, rated 
capacity can no longer be used as a yardstick. 
Rated capacity is even defined by some engineers 
as the least cost point on the short run cost curve 
(5). Neither rated capacity nor any fixed percent- 
age of it can be regarded as a satisfactory defini- 
tion of capacity output. An institutional definition 
of any type is also liable to variation on very 
subjective grounds. In many cases the institutional 
bar is the 40 or 44 hour week and a definition of 
capacity on this basis, when three times the output 
is often possible, is hardly realistic. 


Boulding's concept of capacity is bound upwith 


~ the idea of a kink in the marginal cost curve (4). 


He assumes that marginal cost is constant at less 
than capacity and the point at which marginal 
cost rises sharply is defined as capacity output. 
Some of the assumptions implicit in the definition, 
however, limit its applicability. First, the linearity 
of the short run marginal cost curve is, in many 
cases, due to the bringing into operation of units 
of production — open hearth steel furnaces, knit- 
ting machines, etc. Marginal cost curves of the 
individual units would show very little linearity 
and in order to derive a straight line relationship 
the output units for which marginal costs are 
computed would have to be very large. Second, 
once the standard working week is exceeded, the 
payment of penalty rates for overtime, shift work, 
etc., becomes necessary. The marginal cost curve, 
therefore, may contain sharp rises followed by 
sections of linearity as afternoon and night shifts 
are added. Third, many marginal cost curves 
will rise smoothly with neither steps nor kinks. 
This is a common experience when the output in- 
crease is obtained by technical rather thanlabour 
intensification — when the addition of successive 


increments of a high cost fuel or raw material 
yields decreasing increments of output. One of 
the difficulties of this method is that it tends to 
unbalance production. The useofoxygen enrich- 
ment in side-blown converter steelmaking would 
be a typical example. Not only does theincrease 
in output per unit of oxygen input decrease mar- 
ginally but the increasing tonnage made causes 
handling difficulties and bottlenecks at other 
places in the chain of production. In many plants 
the marginal cost curve does turn sharply up- 
wards at capacity output because these plants are 
designed to operate efficiently over a range of 
outputs (16, 31). Boulding's definition would 
serve us in these cases but it is not capable of being 
applied to all manufacturing installations. 


Eiteman has defined capacity output as the 
maximum hourly output possible under normal 
conditions (12). Although we are primarily con- 
cerned with the short run one hour is too short 
a time period. Machines or equipment whose out- 
put rate is dependent in any way. on the human 
factor will not have a constant hourly output over 
the working day — it will vary with the onset of 
mental or physical fatigue and during the initial 
“warming-up" period after meal breaks or at the 
start of the day. Noyes is a little more realistic in 
that he regards capacity as operation at maximum 
speed for 168 hours per week (25). Both defini- 
tions, particularly Eiteman's, ignore thenecessity 
for repairs and maintenance; repair time is usually 
strongly related to hourly or weekly output anda 
20% increase in operating speed may result ina 
much smaller increase in output if repair time, 
spoilt work, etc., are taken into account. A further 
objection is that the term "maximum output" has 
little meaning unless it is highly qualified. 


II. 


So far we have confined our discussion largely 
to destructive criticism of some of the explicit and 
implicit definitions of capacity output currently in 
use in economic theory. It is our intention to sug- 
gest a definition of capacity output which will be 
meaningful for economic theory with particular 
reference to entrepreneurial decisions. Such a defi- 
nition may also serve some purpose in helping to 
shape investment plans and so have some effect 
on the application of the acceleration principle. 
We shall regard the quantity of plant and machin- 
ery as fixed and in this sense the cost curves re- 
ferred to will be short run. This does not mean 
that capital is unchanged over the output range 
from zero to full capacity; working capital as cash, 
stocks, etc, will increase with output though rarely 
in direct proportions. Nor does it mean that labour 
costs for other than direct labour are fixed. The 


employment of many categories of labour whose 
payment is often thought of as part of overhead 
costs must also be increased as outputrises. Cler- 
ical staff, technicians, supervisors and indirect 
manual labourers would be typical examples. 
Their payment must be included in our marginal 
cost calculations at the appropriate output level. 


The first task is to lay down a time period 
relevant to our definition. Obviously, capacity 
output for an hour will generally be greater than 
the average hourly output over a week, andso on. 
We regard a year as beinga realistic and suitable 
period as this will help to ensurethat an adequate 
allowance for repairs and maintenance is in- 
cluded, from the standpoint of costs as well as 
available operating time. In this way full repair 
costs will enter into marginal and average cost 
computations for all levels of output. This means 
that, to some extent at least, we are including the 
Keynesian concept of a user cost as far as we are 
likely to be ableto measure it in practice (19, 22 *. 
From this we imply that the repair work carried 
out on the plant restores it to that condition in 
which it would have been had it not been used in 
production. This, of course, is not strictly true but 
technically competent planned maintenance will 
mean that the ideal is approached. Depreciation 
costs will then refer largely to obsolescence. 


With these time-related cost concepts in mind 
we could now proceed to define capacity output 
as that at which marginal costs rise sharply. This, 
however, would leave our definition open to most 
of the objections which we made to Boulding's 
concept of capacity. The first and somewhatarbi- 
trary step in adding precision would be to lay 
down that full capacity is that output level at which 
the marginal cost elasticity of production is 0.10. 
In other words, an increase in marginal cost of 
1% is necessary to obtain a 0.10% increasein out- 
put (30}** With this definition the capacity of the 
plant can be clearly identified, no matter whether 
the marginal cost curve rises smoothly or sharply. 
To avoid an upward lift in the marginal cost 
curve, a common occurrence when a second shift 
is started up, being taken as evidence that capacity 


*Marshall also uses a less precise version of the 
same concept and calls it “extra wear-and-tear of 
plant." 


"Stigler asks whether capacity is reached when 
the slope of the marginal cost curve is 1, 1/10 or 
1/100. When the marginal cost curve is rising 
steeply it makes little difference to capacity output 
whether we define the marginal cost elasticity of 
production as 0.10 or 0.01 even though it may 
affect the marginal cost at that level appreciably. 


output has been reached, we must add that the 
marginal cost elasticity of production of 0.10 must 
be maintained for at least two units of output. 


We must, at this juncture, define our unit of 
output. This must be related to both the labour 
factor and the size of the production unit rather 
than the plant itself. It is difficult to vary the 
labour input by less than one working day and 
must units of production cannot be used when 
only partially manned. We can therefore define 
our unit as that output from one unit of produc- 
tion operating for one working day at optimum 
capacity — its least cost point on the short run 
curve. We must also make an exception to this 
definition when the marginal unit is technically 
determined as, for instance, when machine speed 
can only be varied in certain fixed ratios. The 
unit of production is then the smallest increase 
in production possible with the existing equipment. 
Using machinery at its optimum operating speed 
we may, for example, increase the operating time 
of the plant up to full utilisation. Our unit may 
now be 5% of the present output if the only alter- 
native remaining is to increase machine speed by 
the next highest gear or pulley ratio. 


In our considerations the maximum available 
operating hours of the plant will be regarded as 
168 hours per week for 52 weeks per annum less 
the time necessary for overhauls and repairs. 
Shut-down time will normally vary with theoper- 
ating rate of the plant, increasing with hourly 
output. In many cases, of course, the marginal 
cost elasticity of production will reach a value 
indicating that capacity in our sense has been 
attained before the achievement of full timeutilisa- 
tion of the plant. Because total maintenance time 
is included, the capacity of the plant should be 
expressed as annual output. Weekly and daily 
output at capacity should be known for operation- 
al decisions on delivery dates, etc. but need only 
include maintenance times for the period in ques- 
tion. Marginal cost calculations, however, must 
be on an annual basis already discussed. 


Our remarks on plant utilisation do not mean 
that we are ignoring the bars to continuous oper- 
ation in industries where it is not traditional, bars 
which are largely institutional. The tradition of 
continuity may exist for technical reasons; coke 
ovens must be operated continuously, for exam- 
ple. It may exist because demand is time deter- 
mined and the product is infinitely perishable as 
in the electricity supply industry. It may exist 
because of certain cost conditions, when fixed 
costs are high and variable costs are adversely 
affected by intermittent operation as in open 
hearth steelmaking. These bars will undoubtedly 
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remain and this will probably mean thatthe mar- 
ket rate for labour to work outsidethe convention- 
al working hours will be considerably in excess 
of the rate provided in the award or agreement. 
Such rates may raise marginal costs sharply 
enough to indicate that capacity in our sense has 
been reached, but this is unlikely. More often 
marginal costs will be raised to a new, high level 
which will make capacity operation inadvisable 
unless very high prices can be obtained. It is our 
contention that rational entrepreneurial decisions 
should be made with full knowledge of marginal 
costs up to full capacity. Institutional bars may 
then be observed if a preference function rather 
than profit is tobe maximised. Being ableto enjoy 
a quiet evening at home without worrying about 
plant breakdowns on the afternoon shift has a 
definite value to the entrepreneur, particularly as 
any extra profits so made would be subject to tax. 
Nevertheless, the money cost of a quiet life should 
be known. All this is notto imply that the decision 
not to push output to the point atwhich marginal 
cost equals marginal revenue is even economically 
irrational. Considerations of long run profit 
maximisation, the avoidance of attracting com- 
petitors to the field and so on will affect the issue, 
which is one of pricing policy rather than capacity. 
In modern industry, marginal costs, admittedly 
ex ante over much of the output range, are more 
likely to be known than marginal revenue at high- 
er output levels. Lack ofknowledge ofhis demand 
curve may therefore deter the entrepreneur from 
pushing output to where short run marginal cost 
and short run marginal revenue areequal.(11)*. 


We do not intend to give the impression that 
capacity is reached merely by increasing the time 
utilisation of the plant. Broadly speaking there 
are three other possible methods though they are 
generally used after full time utilisation has been 
achieved. First, the quantity of labour applied 
per unit of time may be increased. This is not 
normally a fruitful avenue of approach as equip- 
ment is usually designed to operate with a fixed 
amount of labour at any one time. Output can be 
raised by providing stand-by crews to relieve 
regular operators during rest periods, increasing 
repair gangs to minimise maintenance time, etc. 
Second, machinery may be operated at higher 
speeds or with heavier loads. This may lead to an 
increase in the amount of defective work produced, 
tool wear, repair costs and so on, all of which 
must be taken into account when calculating mar- 


*This survey provides evidence that well managed 
organisations have full details of their marginal 
costs and that they use this knowledge in their 
price-output decisions. 


ginal cost. Output will increase up to amaximum 
and then possibly decrease. This absolute maxi- 
mum will betechnically determinable but the rising 
marginal cost will set the limit within our defini- 
tion. In most cases the quantity oflabour required 
will increase as well, particularly for handling the 
extra volume of raw materials, finished product, 
etc. Similar arguments may be applied to process- 
es involving high temperatures, even though this 
raises refractory, fuel and repair costs. Third, the 
quality of the input factors may be improved. 
More expensive and highly skilled labour may 
be used or greater effort induced by a generous 
incentive scheme. Fuel of a higher caloric value 
may be burned, purer raw materials needing less 
refining can be utilised, components may be pur- 
chased in a more highly finished state in order to 
release machine capacity of a certain type and so 
on. 


From the above discussion we can see that at 
any given output level increased production may 
be obtained in four ways — by operating ata 
higher driving rate, by increasing the quantity and 
quality of the input factors and by raising the time 
utilisation of the plant. These methods aretechni- 
cally but not economically distinct. Each succes- 
sive marginal unit of output should be added at 
the lowest cobt, using whichever method is most 
efficient at the output level in question. 


We can illustrate our definition by a simple 
example. Let ustakea planing mill manufacturing 
3 inch flooring. Fixed costs such as rent, rates, 
depreciation and the manager's salary, amount 
to 4000 pounds per annum. The owner's invest- 
ment is 10,000 pounds and on a 40 hour week 
marginal costs are constant at 30/- per 1000 
linear feet. An annual output of 10 million feet 
is comfortably possible on this basis at an ave- 
rage cost of 38/- per 1000 feet. Atthe ruling price 
of 41/3 per 1000 feet the entrepreneur will make 
a profit of 1650 pounds beforetax — a reasonable 
return on his investment. The plant may be said 
to be operating at Saxton's"comfortablecapacity". 
If we examine marginal costs at the higher output 
level of 19 million feet per annum obtainable by 
working a second shift we find that they have 
risen to 32/- per 1000 feet but averagecosts have 
fallen to 35/2 per 1000 feet. A third shift raises 
output to 28 million feet per annum and marginal 
costs to 36/- per 1000 feet with average costs at 
35/6 per 1000 feet. Week-end and holiday work 
will raise output to 38 million feet per annum, 
marginal costs to 42/- 1000 feet and averagecosts 
to 37/2 per 1000 feet. Beyond this marginal costs 
rise steeply as the only method of increasing out- 
put still further is by increasing the cutting speed 
and this results in a higher percentage of defective 
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work, higher repair charges and more time spent 
sharpening cutters, etc. An extra half million feet 
per annum is obtainable in this way at a marginal 
cost of 50/- per 1000 feet. This gives us a margin- 
al cost elasticity of production of 1/2 /38 divided 
by 8/42 which equals 0.069. A further half million 
feet is possible at a marginal cost of 60/- per 1000 
feet. This gives us a marginal cost elasticity of 
production of 1/2 /39 divided by 10/50 which 
equals 0.065. In the terms of our definition the 
capacity of the plant is 38 million feet per annum. 


We must now examine the implications of our 
definition. It has no direct effect on price-output 
decisions in the short run as these are based on 
the marginal cost and the marginal revenue 
curves, shadowy though the latter may be. Onthe 
other hand, the determination of full capacity 
must of necessity ensure that accurate marginal 
costs over the full output range of the plant are 
available. Investment decisions are made in an 
extremely complicated matrix of facts, estimates 
and subjective impressions, strongly influenced 
by innovations in manufacturing techniques. Full 
capacity, however, may be very important to the 
firm in its considerations ofhow to retain its share 
of the market whilst new plant is being built. In 
most cases the investment decision will be based 
on a total cost comparison at some anticipated 
sales volume, often at a lower price than the one 
at present being obtained (3, 21). Finally, we 
must examine the importance of our definition in 
relation to the danger of an inflationary trend at 
full employment due to under-capacity (14). In 
this respect it can be seen that if marginal and 
average costs are determined over the output 
range up to full capacity the possibilities of in- 
creasing production in the short-run as aggregate 
demand rises become apparent. In many cases(9) 
we feel that entrepreneurs do not maximise profits, 
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they tend to produce at an institutional or 40 hour 
week capacity as long as this will provide them 
with a fair and reasonable profit (24, 15).*If this 
is so, short run expansion of production without 
either a rise in prices or a reduction in profits is 
possible if the full capacity of the plant in our 
sense is known and utilised. The unintelligent use 
of full-cost pricing with a gross margin based on 
overhead cost absorption at 40 hour week capac- 
ity will lead to inflated supply prices. In our 
example this would result in a supply price of 
43/3 per 1000 linear feet for a 90% increase in 
output. In actual fact the equation of marginal 
cost and marginal revenue would show that profit 
per unit of output could be maintained with a 90% 
increase in output even if the price fell to 38/9 per 
1000 feet. This may have important implications 
for government policy when greater production is 
needed without either higher prices or the stimulus 
to aggregate demand occasioned by additional 
expenditure on capital goods. This applies with 
particular force to a dependent fluctuating econ- 
omy with balance of payments problems such as 
Australia, especially when capital equipment has 
a high import content. 


Summarising, therefore, although full capacity 
is a technical magnitude — itis expressed in phys- 
ical units of output — it can only be sharply de- 
fined in economic terms. We have said that, in 
our opinion, full capacity in a plant with a fixed 
amount of capital equipment is that output at 
which the marginal cost elasticity of production 
is 0.10. We feel that this definition is useful both 
for economic theory and for entrepreneurial de- 
cision making. 


“Both these writers see an ethical content in the 
concept of the "fair and reasonable" price. 
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ANTI-TRUST (ANTI-MONOPOLY) POLICY AND APPLICATION 1920-1929 


Harold J. Adam* 


The historical development of the monopoly 
movement in the United States began shortly after 
the long depression of 1873-79 with the develop- 
ment of the trusts. Seager and Gulick (35/1) be 
lieve that the first industrial trust agreement was 
the Standard Oil Trust of 1879; in any event, the 
Standard Oil Trust Agreement concluded in 1882 
was the one that served as a model for subsequent 
trusts of this period. This type of trust agreement 
spans the period in history from approximately 
1879-1887, and it is "characterized by a steady 
increase in the size and number of large-scale 
industrial units." (34/715) 


The next period of historical development of 
the monopoly movement was during the decade 
from approximately 1887-97. During this period 
all trust agreements were in the strict legal sense; 
there were no pools or simple agreements made. 
The trust promoters during this time hoped that 
the laws pertaining to monopolies would not apply 
to their trusts. 


The period from approximately 1897-1904 
witnessed phenomenal growth and prosperity. 
Because the Supreme Court had ordered the Stan- 
dard Oil Trust to dissolve, holding companies 
were organized under the laws of charter-monger- 
ing states. This period ended with the Northern 
Securities decision in the Spring of 1904. 


There was practically no activity in the mon- 
opoly movement from approximately 1902-11. 
"Trust busting" Theodore Roosevelt's Administra- 
tion was responsible for this, but this period came 
to an end and activity began once more when the 
"rule of reason" was applied in the Standard Oil 
Company of New Jersey case in 1911. 


From 1911 through the 1920's the monopoly 
movement increased. The second major develop- 
ment came during the "age of mergers" after the 
decision in the U.S. Steel Corporation case in 
1920, with the Supreme Court's dictum “mere 
size is no offense." (51) 


Thorelli states that: 


"The Industrial Revolution (a period between 
the Civil War and 1890 — the year of the 
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Sherman Act) ushered in a period of unprec- 
edented technological progress evidenced by 
a vast number of inventions in various fields 
as well as by throughgoing changes in the 
techniques of production." (45/63 ) 


The development of a comprehensive transporta- 
tion system created national markets for products 
rather than local markets. Also the population 
increased causing more demand for products. 


An indication of changes taking place in the 
country can best be shown by the following tables: 


Railroad Mileage in Operation (41) 


Year Mileage 
1870 52,857 
1880 93,262 
1890 166,654 


Population and Urbanization (50/63 ) 


Year Population Urbanization Percent of 
(Million) Population 
1870 38.6 226 cities 20.9 
1880 50.2 285 22.7 
1890 63.0 445 29.0 


America was in the process of laying its "eco- 
nomic overhead". The country was changing 
from a basic agricultural economy to that of an 
industrial economy. As a result of these changes, 
a new type of business structure was created — 
the corporation. 


The corporation structure allowed control of 
the corporation with a small investment; this 
appealed to the business leaders and organizers. 
The main characteristic of the corporation is that 
it serves as a means of accumulating capital. 
Without a device such as the corporation, the 
development of the American industrial economy 


would probably have been delayed for several 
decades. 


Most of the industries created trusts. A few of 
the notable ones were as follows: the petroleum, 
railroad, whiskey distillers, pig and bar iron, 
crucible steel, nail and stove producers, cotton- 
_ oil, meat-packing, and sugar industries(45/ 

8). 
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Vast fortunes were being amassed during this 
period: John D. Rockefeller in the petroleum in- 
dustry, Andrew Carnegie inthe steel industry, and 
Cornelius Vanderbilt in the railroad industry. 
These men were largely responsible for the growth 
of trusts, corporations, combinations, and merg- 
ers. History records that their tactics were often 
ruthless and unethical. 


The early decisions by the states against the 
corporation were based upon the fact that the 
corporation had committed an “ultra vires" act 
and not upon the fact that the corporation was a 
combination in restraint of trade. The states 
alleged that the corporations had violated their 
charters by entering into partnership agreements. 
The states asked for Federal government inter- 
vention, and at their request the Federal govern- 
ment enacted anti-trust legislation. On July 2, 
1890, the Sherman Anti-Trust Act( hereafter called 
the Sherman Act) received the President's (Ben- 
jamin Harrison) signature. It branded as illegal: 


"(a) contracts, combinations, or conspiracies 
in restraint of trade, (b) monopolizing, at- 
tempting to monopolize, combining or con- 
spiring to monopolize any part of the inter- 
state trade or commerce. Allows a general 
exemption for vertical minimum resale price 
maintenance agreements on identified com- 
modities in free and open competition, when 
lawful as applied to intrastate transactions 
under the law of the place of resale. Violation 
is made a misdemeanor, punishable by a fine 
of up to $50,000 and/or 1 year's imprison- 
ment. Makes it the duty of the several district 
attorneys of the United States, under the direc- 
tion of the Attorney General, to institute equity 
proceedings to prevent and restrain viola- 
tions. 


Provides for seizure ( and forfeiture) in the 
course of interstate or foreign transportation 
of property owned under any contract, com- 
bination, or pursuantto any conspiracy made 
illegal by the act." (14/3) 


The Sherman Act was an ineffective means of 
controlling the monopoly problem because of the 
manner in which it was interpreted by the Supreme 
Court, the attitude of the executives, administra- 
tors, and legislators, from its inception. 


On October 15, 1914, Congress enacted the 
Clayton Anti-Trust ( hereinafter called the Clayton 
Act) and the Federal Trade Commission Acts 
(hereinafter called the F.T.C. Act). The Clayton 
Act prohibited price~ discrimination, exclusive 
sales or tying contracts, discounts, rebates, the 


acquisition by one corporation of the stock of 
another, and certain interlocking directorates 
(among million dollar corporations ), where the 
effect of such actions may be to lessen competition 
substantially or tend to create a monopoly in any 
line of commerce. Concerning the effectiveness of 
the Clayton Act, Ripley states: 


"(it) is a hodgepodge, compounded of various 
details, many unnecessary, some conflicting 
others positively mischievous. It is the expres- 
sion of an honest popular purpose to remedy 
existing economic evils and to fulfill Demo- 
cratic campaign pledges. But it is a broth 
which clearly suffers from too many cooks; 
or to change figures, a hammer which aims 
to hit too many nails on the head at one and 
the same time." (34/715) 


Whereas the Sherman Act was general in its 
terms, the Clayton Act was explicit. Whereas the 
Sherman Act dealt with monopoly as an accom- 
plished fact, the Clayton Act was more concerned 
with the methods through which monopoly was 
achieved. Whereas the Sherman Act placed em- 
phasis on punishment, the Clayton Act placed its 
emphasis on the prevention of monopolies. Anoth- 
er change occurring was that the Federal govern- 
ment would pay for the court costs in actions 
under the new laws. Under theterms of the Federal 
Trade Commission Acta five member commission 
serving seven-year terms was created. The mem- 
bers were to be "appointed by the President by 
and with the advice and consent ofthe Senate; not 
more than three of the commissioners shall be 
members of the same political party."( 6/14) This 
commission absorbed the duties, organization, 
and personnel of the Bureau of Corporations, 
which it replaced; however, it had a great deal 
more power than the former organization. The 
Commission could issue "cease and desist" orders 
enforceable through the courts against such “un- 
fair methods of competition in commerce" as it 
might discover. The Commission had no power 
to penalize violators; they had to be prosecuted 
under the Sherman or Clayton Acts. The Com- 
mission had as its purpose the prevention of mon- 
opolies. Through its investigative powers, it dis- 
covered the violators and then issued orders telling 
them to cease carrying on this particular activity 
which was an unfair method of competition. 


The various laws directed against anti-trust 
prior to 1920 did little to curetheills of the trusts. 
A careful study of this thirty-year period reveals 
the unwillingness of certain executives, legislators, 
and administrators to enforce or interpret the 
existing laws. Burns states "The court was doubt- 
less wise not to look where it was going; any at- 


om 


tempt to guide industrial evolution would have 
raised a multitude of problems with which it was 
both unwilling and unqualified to deal." (8/2) 
Under three successive presidents and five suc- 
cessive attorneys-general practically nothing was 
done to enforce the Sherman Act. During Presi- 
dents Harrison's and Cleveland's administration 
(from 1890 to 1899) eight bills in equity were 
filed; five indictments were returned. From 1897 
to 1901 under President McKinley the law was 
not enforced. President Theodore Roosevelt 
gained the reputation as a “trust buster". Themain 
indictment he rendered against trusts was that 
against the Northern Securities in 1904. Even 
Theodore Roosevelt "at last cooed as gently as 
any suckling dove about letting business co-oper- 
ate, and about the need to distinguish between 
good trusts and bad ones, with the disturbing 
implication that he would do the choosing." (27/ 
194) Actually, President Taft did more to enforce 
the Sherman Act than any preceding president; 
but it must be remembered that the "rule of rea- 
son" was developed during his administration. 
President Woodrow Wilson took the lead in getting 
the Clayton and The F.T.C.Acts passed by Con- 
gress. Wilson's view was “that competition must 
be restored and preserved in American economic 
life, and if necessary, enforced by the Federal 
government." (72/205) Sections 6 and 20 of the 
Clayton Act were hailed as the "Magna Carta of 
Labor." The entry of the United States into World 
War I curtailed any plans of enforcement by 
Wilson's administration. Congress has not been 
willing to enact additional laws to strengthen the 
existing statutes. As the courts have rendered 
adverse decisions, Congress should have passed 
new laws. The legislation that they have passed, 
ironically enough, has been exemptions from the 
Sherman Act. A list of the numerous exemptions 
includes the following: 


1. Labor Unions, 1914 (Section 6 of the Clay- 
ton Act) and subsequently by judicial decisions 


2. Agricultural co-operative marketing asso- 
ciations, 1914 (Section 6 of the Clayton Act) and 
subsequently the Copper-Volstead Act of 1922 


3. Water carriers in foreign and domestic com- 
merce, 1916 under sections 15 and 16 ofthe Ship- 
ping Act, 1916 


4. Business firms in export trade, 1918 ( This 
is the Webb-Pomerene Act (hereinafter called the 
Webb Act) of 1918. (More will be said about 
this Act presently ) 


5. Associations of marine insurance compa- 
nies, 1920 under Section 29 of the Merchant 


Marine Act, 1920. 


The Webb Act exempted the export trade from 
the Sherman Act and Section 7 of the Clayton 
Act. Producers could co-operate in controlling 
prices and sales in the export trade without any 
limitation upon their activities, provided domes- 
tic prices of the commodities remained unaffected. 


The Supreme Court of the United States’ (here- 
inafter called the Court) decisions rendered prior 
to 1920 with an economic significance affecting 
monopoly or anti-monopoly tendencies were the 
decisions handed down in the Knight case( 1895), 
Addyston Pipe case (1899), Northern Securities 
case (1904), and the Standard Oil and American 
Tobacco cases (1911). In the Knight case the 
Court held that: 


"a combination simply to control manufac- 
ture was not a violation of the Act( Sherman) 
of Congress, because such a contract or com- 
bination did not directly control or affect inter- 
state commerce, but that contracts for the 
sale and transportation to other states of 
specific articles were proper subjects for regu- 
lation because they did form part of such: 
commerce." (24) 


It appeared as though the Court had conceded 
the legality of private monopoly, and very little 
enforcement went on after this. The Addyston 
Pipe case (1) marks the beginning of "functional" 
interpretation. The Court began to look at the 
purpose or function ofthe corporation. The North- 
ern Securities case (29) has several significant 
economic impacts. Narrowly viewed, this decision 
put an end to the holding company as a legal 
means of attaining monopoly. After this decision 
there was a lull in the growth of monopoly busi- 
ness until 1911. The decision rendered states that 
the power of a state to grant a corporate charter 
does not override the power of the Federal govern- 
ment to eliminate combinations in restraint of 
trade. In connection with this decision, there was 
a vigorous dissenting view that Congress was 
void of power to regulate or control the acquisi- 
tion and ownership of railway stocks by the 
Northern Securities Company. In the decision 
handed down by the Court and the dissenting 
view, one could foresee an about-face in the 
interpretation of the Sherman Act. The Standard 
Oil (38) and American Tobacco (5) cases mark- 
ing the beginning of the "rule of reason" states 
that contracts or agreements are not in restraint 
of trade if they do not prevent competition or if 
they are not injurious to the public interest. This 
concept developed from the common law covering 
contracts to compete which were a minor part of, 
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or ancillary, to a major sale of a business. The 
“rule of reason" was written into the Sherman Act 
by the Court by implication. Again the Court had 
shown favoritism toward manufacturing, and 
after this decision monopolies began to grow 
again. The Court had, however, been consistent 
in its condemnation of ungentlemanly conduct 
and price fixing agreements fer se. 


The decade of the 1920's witnessed a tremen- 
dous surge in the growth of big business. Under 
the protection of three successive Republican Pres- 
idents, Warren G. Harding, Calvin Coolidge, and 
Herbert Hoover, the “age of mergers" was suc- 
cessfully carried on; and the attitude of the public 
and government was one of acceptance. The Re- 
publicans took over the reins of government 
shortly after the stock market had broken (Octo- 
ber, 1919) and the agricultural depression had 
begun to spread to business. Included in the Re- 
publican program of economic recovery was the 
system of elimination of government interference 
_ in business. Calvin Coolidge, "the darling of bus- 
iness interests", was quoted as saying "The busi- 
ness of America is business." (78/409) His pred- 
ecessor, Warren G. Harding, held the same view. 
Congressional legislation allowed more exemp- 
tions to the Sherman, Clayton, and F.T.C. Acts. 
In 1920 combinations of marine insurance com- 
panies were exempt from these laws. The exemp- 
tions existing under the 1914 provision of Section 
6 of the Clayton Act, applying to Agricultural 
co-operative marketing associations, were broad- 
ened by the Copper-Volstead Act in 1922. This 
Act is known frequently as the "Magna Carta of 
Cooperative Marketing." Congress received pro- 
tests because co-operative members were jailed as 
a result of forming combinations in restraint of 
trade, and this act, passed during Harding's 
administration, exempted the co-operative asso- 
ciations from the restrictions of the anti-trust laws 
and set forth the conditions under which they 
might engage in interstate commerce. The Court 
handed down many far-reaching decisions inthis 
decade, and among the earlier ones was that of 
the 1920 U.S. Steel case. The Court created the 
concept of "good and bad" trusts. The Court stated: 


"The corporation, it was said, did not at any 
time abuse the power or ascendancy it pos- 
sessed. It resorted to none of the brutalities 
or tyrannies that the cases illustrate of other 
combinations. It did not secure freight rebates; 
it did not increase its profits by reducing the 
wages of its employees — whatever it did was 
not at the expense of labor; it did not increase 
its profits by lowering the quality of its prod- 
ucts, nor create an artificial scarcity of them; 
it did not oppress or coerce the competitors — 


its competition, though vigorous, was fair; it 
did not under-sell its competitors in some local- 
ities by reducing its prices there below those 
‘maintained elsewhere, or require its customers 
to enter into contracts limiting their purchases 
or restricting them in resales prices; it did not 
obtain customers by secret rebates or depart- 
ures from its published prices; there was no 
evidence that it attempted to crush its compet- 
itors or drive them out of the market, nor did 
it take customers from its competitors by un- 
fair means; and in its competition it seemed 
to make no difference between large and small 
competitors. Indeed it is said in many ways 
and illustrated that "instead of relying upon 
its own power to fix and maintain prices, the 
corporation, at its very beginning sought and 
obtained the assistance of others. . . . It com- 
bined its power with that of its competitors. 
It did not have power in and of itself, and the 
control it exerted was only in and by associa- 
tion with its competitors. .. . This leadership 
it gave up and it had ceased to offend against 
the law before this suit was brought. It was 
hence concluded that it should be distinguished 
from its organizers and their intent and unsuc- 
cessful attempt should not be attributed to it, 
‘in and of itself it is not now and has never 
been a monopoly ora combination in restraint 
of trade."""(51) 


The Court went on to say that "the law does not 
make mere size an offense." (51) It was this doc- 
trine that granted almost complete sanctification 
to the growth of big business through mergers. 
There were some economic errors in the view that 
“mere size" is nooffense. First the Court overlooked 
the fact that the merger itself would, in most cases, 
eliminate competition between the formerly com- 
peting companies. The Court has always main- 
tained that price-fixing between competitors was 
illegal; yet, how could it not seethatthe merger of 
two former competitors was tantamount to price 
fixing? A classic example of this situation is as 
follows: Companies A and B are competitors, 
each controlling 15% of the national production 
of a certain industry. They try to fix the price of 
their commodity; and the Court rules that the 
agreement is illegal, per se under Section I of the 
Sherman Act. Companies C and D are also com- 
petitors, each controlling 15% of the national 
production of the same commodity. They merge 
and now control 30% of the nation's production. 
The prices for the two formerly competing com- 
panies are now fixed or controlled. Someone sues 
them for being an illegal combination in restraint 
of trade and for price-fixing. The Court rules that 
“mere size" is no offense and develops a judicial 
"blind spot" to the economic impact ofthe merger. 


| 


Second, most persons hold the erroneous view 
that mass production economies are always 

achieved with mergers. The merger effected on 
the horizontal level could result in a lower price 
of the finished product and a lower cost to the 
ultimate consumer, provided the savings achieved 
through this type of merger were passed onto the 
ultimate consumer. If the separate plants are in 
different geographic locations; all management 
can accomplish is the economic efficiency in each 
plant; but mass production economies are not 
assured. Third, one of the greatest defects to this 
view is that it fails to recognizethatour American 
democratic process of government is weakened. 
Our form of government functions best when there 
is a large measure of economic equality. Too 
many big business interests create an undue in- 
fluence on our political system. Their lobby groups 
have been largely responsible for the lack of suc- 
cess of the anti-monopoly laws. As Dr. William 
McCracken has said, "If one were to ask me why 
our anti-trust laws and enforcement had been of 
no avail, I would say that it is due primarily to 
the Fourth Division of Government,’ namely 
lobbies and pressure groups." (22/716) 


An example of a "bad" trust would be the Na- 
tional Cash Register case of 1915. The facts of 
its many abuses are cited below: 


"This company, a pioneer in the business, 
did approximately 80% of the business in the 
industry; it increased this to 95% by the fol- 
lowing tactics: (1) having its agents call on 
users of the competing machines, and, if 
possible, displace them with a National; (2) 
inducing those who had ordered competing 
machines to cancel the orders; (3) displaying 
competing machines as “junk” in National 
show windows; (4) bribing competitors’ em- 
ployees to disclose information concerning 
customers, volume of business, patent, etc.; 
(5) concentrating National agents in a terri- 
tory until a competitor was run out of busi- 
ness; (6) manufacturing a machine for the 
specific purpose of competing with other ma- 
chines and selling it at unusually low prices; 
(7) threatening and bringing law suits merely 
to harass competitors; (8) circulating false 
reports regarding the fina atus of com- 
petitors. . . . One right to 
try to sell by fair means all of his goods that 
he can; and if theeffect of his selling is to drive 
another competitor out of the field, he is not 
to blame. But it is wrong for one competitor 
to want to drive another competitor from the 
field by unfair or illegal means, and to take 
steps to that end, so that he may have the field 
free from such competition and thereby be 


enabled to sell his goods." (32) 


The leading decisions handed down by the Court 
pertaining to agreements among competitors will 
be discussed under the following categories: Sim- 
ple conspiracies, Trade Association activities, and 
Combinations and monopolization. 


Simple conspiracies — The Court over a forty- 
year period has been almost consistent in its han- 
dling of the price-fixing agreements. In reviewing 
the cases of this type beginning with the earlier 
cases, Trans-Missouri Association in 1897, the 
Joint Traffic Association in 1898, the Addyston 
Pipe Steel Company in 1899, the Swift Co. in 1906, 
the Terminal Railroad Association in 1912, the 
Eastern States Retail Lumber Association in 1914, 
and the Chicago Board of Trade in 1923; the 
Court had adhered to the principle that these 
agreements were illegal per se under the Sherman 
Act and that no showing of so-called competitive 
abuses or evils which those agrements were de- 
signed to eliminate or alleviate may be interposed 
as a defense. The most important decision on 
restrictive agrements was handed down in the 
Trenton Potteries case in 1927. (48) The agree- 
ment was one involving reasonableness of the 
price fixed by agreement. The defense maintained 
that the agreement was not an unreasonable one. 
The Court in holding that agreements "to fix or 
maintain prices" may be unreasonable restraint 
of trade under the statute although the prices 
themselves might be reasonable said: 


“The aim and result of every price-fixing agree- 
ment, if effective, is theelimination of oneform 
of competition. The power to fix prices, wheth- 
er reasonably exercised or not, evolves power 
to control the market and to fix arbitrary and 
unreasonable prices. The reasonable price 
fixed today may through economic and busi- 
ness changes become the unreasonable price 
of tomorrow. Once established, it may be 
maintained unchanged because of the absence 
of competition secured by the agreement fora 
price reasonable when fixed. Agreements 
which create such potential power may well 
be held to be in themselves unreasonable or 
unlawful restraints, without the necessity of 
minute inquiry whether a particular price is 
reasonable or unreasonable as fixed and 
without placing on the government in enforc- 
ing the Sherman Law the burden of ascertain- 
ing from day to day whether it has become 
unreasonable through the mere variation of 
economic conditions. Moreover, in the ab- 
sence of express legislation requiring it, we 
should hesitate to adopt a construction mak- 
ing the difference between legal and illegal 
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conduct in the field of business relations de- 
pend upon so uncertain a test as whether 
prices are reasonable — a determination which 
can satisfactorily be made only after a com- 
plete survey of our economic organization 
and a choice between rival philosophies."( 48) 


Trade Associations — Four cases of importance 
came before the Court during the decade of 1920. 
The cases concerned the reporting of prices and 
certain published statistics in a trade journal as 
to elements affecting production, stock on hand 
and production. In 1925 two of the cases — The 
Maple Flooring (25) and the Cement Manufac- 
turer's Protective Association, (9) — the plans 
were held to be legal. Mr. Justice Stone, speaking 
for the Court, said: 


"In our view, therefore, the sole question pre- 
sented by this record for our consideration is 
whether the combination of the defendants in 
their existing association as actually conduct- 
ed by them has a necessary tendency to cause 
direct any undue restraint of competition in 
commerce falling within the condemnation of 
the act. 


"It was not the purpose or the intent of the 
Sherman Anti-Trust Law to inhibit the intelli- 
gent conduct of business operation nor do we 
conceive that its purpose was to suppress such 
influences as might affect the operations of 
interstate commerce through the application 
to them of the individual intelligence of those 
engaged in commerce, enlightened by accu- 
rate information as to the essential elements 
of the economics of a trade or business, how- 
ever gathered or disseminated. Persons who 
unite in gathering and disseminating informa- 
tion in trade journals and statistical reports 
on industry, who gather and publish statistics 
as to the amount of production of commodi- 
ties in interstate commerce, and who report 
market prices, are not engaged in unlawful 
conspiracies in restraint of trade merely be- 
cause the ultimate result of their efforts may 
be to stabilize prices or limit production 
through a better understanding of economic 
laws and a more general ability to conform 
to them, for the simple reason that the Sher- 
man Law neither repeals economic laws nor 
prohibits the gathering and disseminating of 
information. Sellers of any commodity who 
guide the daily conduct of their business on 
the basis of market reports would hardly be 
deemed to be conspirators engaged in restraint 
of interstate commerce. They would not be 
any more so merely because they become 
stockholders in a corporation or joint owners 


of a trade journal, engaged in the business of 
compiling and publishing such reports. . . . 


"We decide only that trade associations or 
combinations of persons or corporations 
which openly and fairly gather and dissem- 
inate information as to the cost of their prod- 
uct, the volume of production, and the actual 
price which the product has brought in the 
past transactions, stocks of merchandise on 
hand, approximate cost of transportation 
from the principal point of shipment to the 
points of consumption as did these defendants 
who, as they did, meet and discuss such infor- 
mation and statistics without however reach- 
ing or attempting to reach any agreement or 
any concerted action with respect to price or 
production or restraining competition, do not 
thereby engage in unlawful restraint of com- 
merce." (25) 


The Hardwood and Linseed cases in 1921 and 


1923 respectively were held to be illegal agree- 
ments. In the Hardwood decision, Mr. Justice 
Clarke said: 


"This elaborate plan for the interchange of 
reports does not simply supply to each mem- 
ber the amount of stock held, the sales made 
and the prices received, by each other member 
of the group, thereby furnishing the data for 
judging the market, onthe basis of supply and 
demand and current prices. It goes much 
farther. It not only furnishes such information, 
with respect to stock, sales and prices, but also 
reports, giving the views of each member as 
to 'market conditions for the next few months;' 
what the production of each will be forthe next 
‘two months;' frequent analyses of the reports 
by an expert, with, we shall see, significant 
suggestions as to both future prices and pro- 
duction; and opportunities for future meeting 
for the interchange of views, which the record 
shows were very important. It is plain that the 
only element lacking in this scheme to make it 
a familiar type of competition suppressing or- 
ganization is a definite agreement as to dispo- 
disposition of men 'to follow their most intelli- 
gent competitors,’ especially when powerful; 
by the inherent dispostion to make all the 
money possible, joined with the steady cultiva- 
tion of the value of ‘harmony’ of action; and 
by the system of reports, which makes the dis- 
covery of price reductions inevitable and im- 
mediate. The sanctions of the plan obviously 
are financial interest, intimate personal con- 
tact, and business honor, all operating under 
the restraint of exposure of what would be 
deemed bad faith and of trade punishment by 
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rivals. Genuine competitors do not make 
daily, weekly, and monthly reports of the 
minutest details of their business to their rivals, 
as the defendants did; they do notcontract, as 
was done here, to submit their books to the 
discretionary audit, and their stocks to the dis- 
cretionary inspection, of their rivals, for the 
purpose of successfully competing with them; 
and they do not submit the details of their 
business to the analysis of an expert, jointly 
employed, and obtain from him a 'harmon- 
ized' estimate of the market as it is, and as, 
in his specially and confidentially informed 
judgement, it promises to be. This is not the 
conduct of competitors, but is so clearly that 
of men united in an agreement, express or 
implied, to act together and pursue acommon 
purpose under a common guide that if it did 
not stand confessed a combination to restrict 
production and increase prices in interstate 
commerce, and as, therefore, a direct restraint 
upon that commerce, and as we have seen 
that it is, that conclusion must inevitably have 
been inferred from the facts which were proved. 
To pronounce such abnormal conduct on the 
part of the 365 natural competitors, control- 
ling one-third of the trade of thecountry in an 
article of prime necessity, a ‘new form ofcom- 
petition,' and not an old form ofcombination 
in restraint of trade, as it so plainly is, would 
be for this court to confess itself blinded by 
words and forms to realities which men in 
general very plainly see, and understand and 
condemn, as an old evil in a new dress with a 
new name. 


"The Plan is, essentially, simply an expan- 
sion of the gentleman's agreement of former 
days, skillfully devised to evade the law. To 
call it open competition, because the meetings 
were nominally open to the public, . . . or 
because no specific agreement to restrict trade 
or fix prices is proved, cannot cancel the fact 
that the fundamental purpose (of the Plan) 
was to procure ‘harmonious’ individual ac- 
tion among a large number ofnaturally com- 
peting dealers with respect to the volume of 
production and prices, without having any 
specific agreement with respect to them, and 
to rely for maintenance of concerted action 
in both respects, not upon fines and forfeitures 
as in earlier days, but upon what experience 
has shown to be the more potent and depend- 
able restraints, of business honor and social 
penalties — cautiously reinforced by many 
and elaborate reports, which would promptly 
expose to his associates any disposition in 
any member to deviate from the tacit under- 
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standing that all were to act together under 
the subtle direction of a single interpreter of 
their common purposes, as evidenced in the 
minute reports of what they had done and in 


their expressed purposes as to what they 
intended to do."(3) 


Why did the Court rule that in the Maple Floor- 
ing and Cement cases the trade associations were 
legal and in the Hardwood and Linseed cases the 
trade associations were illegal? The Courtration- 
alized that in the former cases, the prices reported 
were those of past transactions. The members, in 
the former cases, were free to take any action they 
chose; whereas, in the latter they followed the ac- 
tion advised by the 'Plan'. Also sellers were not 
identified and the reports were given wide publicity 
under the Maple Flooring and Cement Associa- 
tion Plan; whereas the firms making quotations 
were identified and the reports were withheld from 
customers in the latter cases. The significance of 
these four cases was that the Court accepted the 
open-price plan. Mund states that subsequent 
studies have revealed that in each of the four 
cases, the activity of the association centered 
around the use of the basing-point or zone-deliv- 
ered pricing system (known as the Cadillac-plus 
plan). In each instance the collection of pricedata 
was but a part of thelarger plan of collusive price 
fixing. The Court failed to recognize that this was 
price-fixing device, and the government failed to 


develop the monopolistic aspects of such pricing 
formulas. 


Perhaps even if the Court had known that the 
‘Plan’ involved a basing-point or zone-delivered 
pricing system, it would have failed to condemn 
these agreements as illegal. In its decision in the 
Steel case the Court failed to recognize orto realize 
the economic significance of the ‘Pittsburg plus’ 
plan. This plan is definitely one of price discrim- 
ination benefiting a few non-base mills and basing- 
point sellers. Wilcox describes the system as 
follows: 


"Where it is used, delivered prices will 
vary from destination to destination. But if 
the base prices adopted by all sellers are 
identical, the delivered prices charged on any 
sale at any destination by all sellers, however 
distant, will also be identical . . . . Under this 
system, a seller who ships by rail from the 
basing point will not discriminate. Since he 
will pay for freight to every destination the 
exact amount that he has charged, his net 
return on every sale will be the same. The 
non-basing point seller, however, will dis- 
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criminate. He will pay more than he charges 
for freight in selling to markets closer to the 
basing point, and less than he charges in sell- 
ing to markets closer to himself. His net return 
will vary with the destination of his sales." 
(54/204-205 ) 


Combination and Monopoly — The Court has 
handed down only fourteen decisions involving 
combinations between the years 1895 to 1927, 
and it has not had any cases from 1927 to 1948. 
These cases appear to fall into three distinct classes 
as shown by the following table: 


A PARTIAL LIST OF 
SUPREME COURT DECISIONS INVOLVING 
COMBINATIONS HANDED DOWN 


UNDER THE SHERMAN ACT 
Year Case Decision 
1895 E.C. Knight Company For 
1904 Northern Securities Companies Against 
1911 Standard Oil of New Jersey Against 
1912 American Tobacco Co. Against 
1912 St. Louis Terminal R.R. Co. Against 
1922 Southern Pacific R.R. Co. Against 
1920 Reading and Lehigh Valley R.R. Against 
1913 United Shoe Machinery For 
1920 U.S. Steel Corporation For 
1927 International Harvester Co. For 
1912 Union Pacific R.R. Co. Against 


The first cluster involves the early cases before 
the "rule of reason". In each instance, except the 
Knight case, the Court made the combinations 
dissolve. The second group of cases involve the 
decisions handed down against the railroads. In 
each instance the Court upheld the government 
against the railroads. The period involved was 
approximately that period between the enuncia- 
tion of the “rule of reason" and the Court dictum 
“mere size is no offense." The third group of cases, 
except the United Shoe case — one involving pat- 
ent rights — involves manufacturing, and as it has 
been pointed out earlier in this paper, the Courts 
have always been tolerant toward manufacturing 
concerns even though they upheld the government 
in the Standard Oil and the American Tobacco 
cases. It is significant enough to bear repetition 
that the Court upheld the government in the Stand- 
ard Oil and American Tobacco cases not because 
they were combinations in restraint of trade with 
monopolistic tendencies, but because of their tac- 
tics and ungentlemanly conduct. Here the Court 
considers the abuse theory of monopoly as applied 
to mergers rather than looking into the economic 
motives for mergers. 


If a business practice is not favorable to the 
public interest regardless of the motive, it should 
be ruled illegal, per se. If the nine tired, old, 
laissez-faire men had followed this procedure, the 
decision handed down in the Harvester case, 
1927, would have upheld the government. Again 
the Court rejected the view that price leadership 
and mere size are adequate evidence of monopoly. 
The Court said "The fact that competitors may 
see proper, in the exercise of their own judgement 
to follow the prices of another manufacturer, does 
not establish any suppression of competition or 
show any sinister domination." (19) This view 
was held by the Court for approximately a quar- 
ter of a century and combinations were virtually 
immune from the anti-trust (anti-monopoly )laws. 
The Alcoa case(2)in 1945 reversed the precedents 
established by the Steel and Harvester decisions. 


During these decades several important deci- 
sions were handed down by the Court to weaken 
and in some cases almost nullify the intentions of 
the Clayton Act. In the Gratz case, (16) 1920, a 
tying contract was involved, and Section 3 ofthis 
act states that exclusive dealing arrangements are 
prohibited. The F.T.C. had held against Gratz, 
who was compelling dealers to buy jute bags to 
wrap cotton bales if they wanted to buy the ties 
for binding the bales. The F.T.C. said that this 
was an unfair method of competition; and they 
did not try to prove that the effect of the contract 
was to lessen competition substantially or that it 
tended to create a monopoly in that line of com- 
merce. The commission was trying Gratz on Sec- 
tion 5 of the F.T.C. Act rather than Section 3 of 
the Clayton Act, but the effect was the impairment 
resulting to Section 3 of the Clayton Act. The 
Court's action also reduced the F.T.C. to a ‘fact- 
finding’ agency from that of a ‘prosecuting agen- 
cy’. The Court confined the Commission's orders 
to practices already found to be unfair. It is evi- 
dent that such a decision would impair the effec- 
tiveness of the F.T.C. Also, the decision in the 
Gratz case gave a different meaning to the Court's 
concept of the term ‘unfair competition’, and 
through its interpretation of this term the Court 
was weakening the Clayton and F.T.C. Acts and 
encouraging certain forms of competition. Here- 
tofore the term ‘unfair competition’ included, in 
most instances, acts or methods injuring or ex- 
cluding competition; now, it appeared as though 
the Court included only acts or methods suppress- 
ing competition or creating a monopoly. The 
Court carried this concept into its decision in the 
Beech-Nut Packing case, 1922 (7) when it upheld 
the government. The case involved a price-fixing 
scheme which had the effect of destroying compe- 
tition. This was unfair competition because it 
restrained "the natural flow of commerce" the 
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Court stated. This was not the intent of Congress 
in creating the Clayton Act, and this situation was 
not remedied for approximately a quarter of a 
century. There is quite a difference between the 
concept of “to lessen competition" and "to suppress 
competition", and the fact that the Court was per- 
mitted to interpret the law in this manner, is evi- 
dence of the "return to normalcy" attitude of Con- 
gress and more particularly the American public! 
Another section of the Clayton Act was rendered 
partially useless in the Thatcher and Swift cases, 
1926. (42) Section 7 of this Act prohibits the 
"acquisition by one corporation of the stock of 
another where the effect may be to lessen compe- 
tition substantially." (74/4) These cases involved 
the acquisition of corporate stock to effect a merger 
between former competitors before the Commis- 
sion had issued its complaint; and the F.T.C. was 
testing the validity of such a procedure. In a 5-4 
decision the Court reversed the F.T.C. Apparently, 
the Court by its decision had prevented the effec- 
tiveness of the Clayton and F.T.C. Acts to prevent 
monopolistic mergers. It was not until the Celler 
Anti-merger Act of 1950 that action was taken to 
strengthen Section 7 of the Clayton Act. Theheart 
of the Clayton Act is Section 2 dealing with price 
discrimination where the effect of such may be to 
lessen compeétition in any line of commerce. Inthe 
Cream of Wheat case, 1915, the Court had stated, 
"We had supposed that it was elementary law that 
a trader could buy from whom he pleased and sell 
to whom he pleased, and that his selection of a 
buyer or seller was wholly his own concern."( 17) 


This term ‘in any line of commerce’ was given 
a very narrow meaning in the Mennen and Na- 
tional Biscuit cases (26) in 1923 and 1924 re- 
spectively; however, in the Van Campcase, 1929, 
(52) the interpretation was reversed. Again the 
Court vacillated in this interpretation. These weak- 
nesses in this section resulted in the passage of 
the Robinson-Patman Act of 1936. 


During this period, as had been pointed out, 
the F.T.C. was very ineffective. Burns states: 
"Political control has determined the personnel of 
the Commission and its staff; judicial decisions 
have whittled away its investigatory power." (8/ 
vi) Not a single Wilson appointee to the Com- 
mission was reappointed when his init’ | term 
expired. Smith makes an important observation 
in his statement: "It is noteworthy, moreover, that 
the F.T.C. and the Court were most likely to see 
eye to eye when the methods of competition in- 
volved were those which the common law would 
have outlawed if there had been no anti-trust 
legislation." (36/526) The F.T.C. has been upheld 
by the Court most often in the cases involving 
misrepresentation and unfair methods of compe- 
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tition. In the Winstead Hosiery case, 1922, (56) 
one involving misrepresentation as to the quality 


of goods, the Court thus spoke through Mr. Jus- 
tice Brandeis: 


"The honest manufacturer's business may 
suffer, not merely through a competitor's de- 
ceiving his direct customer, the retailer, but 
also through the competitor's putting into the 
hands of the retailer an unlawful instrument, 
which enables the retailer to increase his own 
sales of the dishonest goods, thereby lessening 
the market for the honest product. Thata per- 
son is a wrongdoer who so furnishes another 
with the means of consummating a fraud has 
long been a part of the law of unfair competi- 
tion. And trade marks which deceive the pub- 
lic are denied protection although members 
of the trade are not misled thereby ....A 
method inherently unfair does not cease to 
be so because those competed against have 
been aware of the wrongful practice." (56) 


In the Juvenile Shoe case, 1923, (21) involving 
misrepresentation as to the identity or ogigin of 
goods the F.T.C.'s order was affirmed. The Court 
also upheld the F.T.C. in instances involving 
restrictive agreements or actions to hinder, re 
strict, or suppress competition. (31) The F.T.C. 
was not too successful in other areas. The Com- 
mission's scope of authority was limited whenthe 
Court ruled that the Commission had authority to 
act only in cases where there is "a specific and 
substantial" public interest involved. (23) The 
Commission, in its Annual Report of 1924 por- 
trays to the reader a picture of disgust and futility 


as it reveals a lack ofmenand money. The report 
states: 


"Since its organization in 1915 to date, the 
Commission has received 9,249 preliminary 
inquiries, docketed 3,591 applications for 
complaints, issued 1,197 complaints, and 635 
orders to cease and desist, and dismissed 298 
complaints. Fifty-five of these orders to cease 
and desist have been taken to the courts. . . . 


"On the basis of the figures for 1924, the 
probabilities are: 


"When a preliminary inquiry is received — 
that the matter will be docketed: 22 out of 100; 
that it will be filed without action: 78 out of 
100. 


“When an application has been docketed — 
that a formal complaint will issue: 37 out of 
100; that the proceeding will be dismissed 
without action: 63 out of 100. 
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"When a formal complaint is issued — that 
an order to cease and desist will follow: 72 out 
of 100; that the proceeding will be dismissed: 
28 out of 100. 


"When a preliminary inquiry is received — 
the chances that a formal complaint will issue 
are 37% of 22% or 8 out of 100; that an order 
to cease and desist will issue (72% of 37% of 
22% ): 0.0586." (15) 


Another phase of the F.T.C.'s work is the Eco- 
nomic Division. This division, upon a request 
from the President, February 7, 1924, to investi- 
gate the existing conditions in the petroleum indus- 
try, submitted a report entitled "Increase in Gaso- 
line Prices in 1924." The report indicated the fol- 
lowing practices: 


1. An accumulation of large stocks of crude 
petroleum at very low prices by the Standard Oil 
interests during the last half of 1923; 


2. A ‘corner’ of the crude-petroleum market 
by these interests in January, 1924; 


3. A large increase in refinery prices of gasoline 
in the period from January 15 to February 6, 
1924, brought about as a result of this ‘corner’ 
and without regard to conditions of supply and 
demand; and 


4. Excessive profit-taking in the sale of gaso- 
line. (15) 


If Congress and the President had acted upon 
these findings perhaps the necessity for and the 
revelations of the Temporary National Economic 
Committee Petroleum Hearings of 1939 would 
have been different. 


The Commission feels that its most effective 
efforts have been accomplsihed through the Trade 
Practice Conference Procedure, which attempts 
through education and cooperation of businesses 
to discourage anti-trusts violations. 


Summary and Conclusion 


At the end of the 1920 decade almosteveryone 
had accepted big business. Violence had disap- 
peared from the scene, but the evils of monopoly 
were present to a larger degree than in 1890. 
Market structure changed; however, it was no 
longer possible to consider markets as either 


pure competition or pure monopoly so econo- 
mists, such as Edwin Chamberlin and Mrs. Joan 
Robinson began to theorize about imperfect or 
monopolistic forms of competition. 


Anti-trust laws had served one main purpose; 
they helped to legalize big business. The laws 
made business agreements change from a loose 
gentleman's agreement to a pooling arrangement, 
to a trust agreement, to a holding company, to a 
combination. Through each succeeding evolution 
the agreements became more legal in the eyes of 
the Court and more lasting. In other words, the 
movement was helped by the Court! 


There is no doubt that certain executives and 
their staffs assisted the Court in defeating the 
“spirit of the law" by their apathetic attitudes. The 
main offenders were Presidents Harrison, Cleve- 
land,* McKinley, T. Roosevelt, Coolidge, Hard- 
ing, and Hoover. President Taft is a special case. 
While he did try to enforce the Sherman Act, he 
allowed the "rule of reason" to be developed during 
his administration. Actually, the only President 
who really tried to make anti-trust legislation 
effective was President Wilson; however, World 
War I plus his illness prevented him from carrying 
out his program in this particular field. 


Congress must share a large portion of the 
blame, too. As the Court rendered decisions that 
weakened the then existing statutes and as it be- 
came apparent that the executive branch of gov- 
ernment did not intend to cooperate, Congress's 
task should have been to strengthen anti-trust 
laws by enacting laws that were not subject to 
such a variety of interpretations and that were 
easy to enforce. One can only wonder why Con- 
gress did not provide adequate funds to the F.T.C. 
or why they did not provide adequate penalties 
to discourage violations. 


Finally, a study of this particular problem 
reveals that the most influential power that pre- 
vented effective anti-trust laws was the political 
pressure groups. These groups, always well-or- 
ganized and well-informed, had specific goals in 
mind. Our three branches of government were 
economically illiterate and/or apathetic or com- 
placent, so the outcome was inevitable. 


*Mund (27/194), reveals that Richard Olney, the 
Attorney General, instituted only six proceedings, 
all against labor unions and labor leaders during 
the period of March 6, 1893, to June 7, 1895. He 
also tried to get the Sherman Act repealed. 
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INTERNATIONAL CAPITAL FLOWS AND ECONOMIC INTEGRATION 


Byron B. Brown, Jr.* 


INTRODUCTION 


The fundamental proposition of traditional 
trade theory is that under certain circumstances 
free trade leads to an optimum in world produc- 
tion and income. These circumstances are as im- 
portant as the theory itself; they are: (1) There 
must be full employment and no excess capacity. 
(2) Prices must be equal to marginal costs. (3) 
Temporary difficulties in adjusting the structure 
of production must be disregarded. (4) For rea- 
sons of computation, welfare, or the standard of 
living, is considered equal to the value of produc- 
tion at free trade prices. 


Different countries have different productive 
abilities based on the unequal distribution of the 
factors of production. Fixed factors such as land, 
and relatively fixed factors such as resources and 
raw materials, do not readily lend themselves to 
the concept of mobility. Labor, although much 
more mobile than the above factors, is also re- 
stricted, if not politically, then economically or 
socially. Other things being equal, capital will 
have more mobility than other factors of produc- 
tion. If capital, then, is hindered in its flows, it 
naturally follows that production will be less effi- 
cient. Ideally, one would expect capital to move 
into uses in which it can be employed most effec- 
tively — that is, where returns are highest (21, 
473). By constricting the flow of capital, controls 
of any kind reduce the efficiency with which the 
world employs its resources, causing a lowering 
of the world standard of living, or real per capita 
income. 


The intent of this paper is to examine capital 
movements between developed and underdevel- 
oped countries, and their significance as pertain- 
ing to the broader subject of economic integration, 
which can best be served by the optimization of 
trade and the maximization of production. There 
exists in the world today a great need for under- 
standing the peculiar problems of underdeveloped 
economies. The backward nations and regions of 
the world today do not fit the description of the 
present advanced countries before their develop- 
ment, and any attempt to compare them without 
recognizing this vital truth would be to make an 
erroneous assumption. 


It must be remembered that the development 
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of the advanced countries took place at one par- 

ticular moment in history, under very specific 

cultural and political circumstances, and that these 

combinations do notnecessarily providea pattern 

for future development of other rather dissimilar 

countries. Indeed. as Gunnar Myrdal puts it: 
". .. to infer that (the above factors) spell out 
permanent conditions that are necessary for 
economic progress and national integration 
would be to imply continued stagnation for 
the greater part of mankind." (19, 20). 


THE IMPORTANCE OF 
UNRESTRICTED CAPITAL FLOWS 


All over the world there are large, barely sub- 
sistence-level populations who are just now begin- 
ning to awaken. These people have been previous- 
ly ignored by the Western world, but their recent 
revival has demanded attention. This fact in it- 
self is a step toward closer economic integration, 
for it calls for a greater awareness among nations 
of other nations’ actions. Improved communica- 
tion and transportation throughout the world, an 
important factor of integration between regions 
and countries, has drawn the entire world closer 
together, and has made it less possible for any 
successful policy of isolation to be long followed. 


In going over some of the factors that lead to 
economic integration, we have called attention to 
the relative mobility of labor and capital, and 
have pointed out the relative superiority of capital 
mobility. Labor migration, with some possible 
exceptions within the European Economic Com- 
munity, has practically ceased to function as a 
factor of integration even among advanced coun- 
tries, and offers no prospect of playing any impor- 
tant role in integrating the underdeveloped coun- 
tries into the world economy (19,20). The prima- 
ry burden, then, must fall upon capital, despite the 
many hurdles that have structurally been put in 
its way. Once these barriers have been clearly 
defined and recognized, perhaps the role of capi- 
tal may again assume the importance that it has 
had in the past. 


History is full of examples of rapid economic 
development aided by large injections of capital 
into a country's economy. Much credit for Eng- 
land's rise to international prominence has been 
given to Dutch financing and pirated Spanish 
gold. Our own country is often used as an out- 
standing example of this type of development, 
assisted by large infusions of European capital. 
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Canada, Argentina, and Australia are other sig- 
nificant examples. 


The unique thing about the economic develop- 
ment of the above countries, with the possible 
exception of England (which may well bea special 
case) is that the greater part of the developmental 
capital flowed to what Ragnar Nurake calls 
“regions of recent settlement"; the "spacious, fertile, 
and virtually empty plains of Canada, the United 
States, Argentina, Australia, and other ‘new’ 
countries in the world's temperate latitudes." (21, 
473). "Virtually empty," I believe, is the key 
phrase. To these places went millions of people, 
many of them skilled and creative, from the British 
Isles and Continental Europe. The point here is 
that the international capital movements were 
following international labor movements, and the 
conditions that made this flow of capital possible 
do not exist to any great extent today, and prob- 
ably cannot be re-created. 


During the nineteenth century and until the 
First World War, capital flowed from the countries 
in Western Europe that were aiready relatively 
developed to the continents that Europe was at 
the same time supplying with labor. The size of 
these capital flows was immense, compared to 
modern standards. Should the same proportion 
be applied to the present United States national 
income as an indication of what could or should 
be done, we would be exporting funds to the tune 
of between $12 and $20 billion each year, or 
between 4% and 7% of our national income (21, 
473). These figures are staggering, and indicate 
that this period was unique in history. 


Economists know that labor and capital are 
complementary factors of production, and as such 
exert a profound attraction on each other. Labor 
flowed to the underdeveloped countries, and capi- 
tal was drawn with it. As capital flowed, more 
labor was attracted; and so on; each movement 
stimulating the other factor. Any barrier to the 
flow of one would have reduced the flow of the 
other. 


With the breaking down of the flow of labor, 
there has been a natural impediment to the flow 
of capital. This is logical, following from the above 
analysis. It is unnecessary to point out to anyone 
today that most of the needy countries of the 
world do not need a flow of labor, unless it is an 
outward flow. Nor is any advanced country so 
unwise as to throw open her borders to an unre- 
stricted flow of immigrants for fear of the drastic 
lowering of her own standard of living. Complete- 
ly apart from any political factors, then, there 
exists this barrier to capital movements. Popula- 


tion pressures in most underdeveloped countries 
imply that they do not need immigration; thecon- 
sequent low wages mean that immigrants are not 
tempted to come; emigration is for the most part 
politically or economically impossible. 


Capital flows of the nineteen century, parallel- 
ing as they did labor movements, were largely 
controlled by nationals of the investing country, 
or at least by members of the European culture. 
This was especially so when economic enclaves 
were set up, controlled from abroad and mainly 
devoted to the production of primary products 
for export (20/53). In any event the bulk of the 
European overseas capital exports went to the 
settlements in the open spaces in the temperate 
zones which were becoming populated by emi- 
gration from Europe. 


As these colonies matured, and attention began 
to be diverted to some extent away from the pri- 
mary sector, a national consciousness began to 
develop. At times this took the form of revolution 
and separation from the mother country, as in 
the case of the United States; in other instances 
the separation was less distinct, as inthe Canadian 
and Australian experiences. At any rate, as more 
self-government fell to the lot of these countries, 
they naturally encouraged domestic industries, 
and protectionism began to enter the picture. Now 
protectionism, by its nature, violates the spirit of 
international integration, but seems to be a very 
important part of national integration. By virtue 
of tariff walls erected about a region, the people 
of that region become more closely drawn togeth- 
er. Tariff walls in the nineteenth century were 
virtually the only barriers to the creation of a 
completely unified economic areas (38), and it 
was generally realized that to form a customs 
union was to serve notice of forming a single 
state. (This proved to be the case after 1787 be- 
tween the Confederated States of America, and 
again so between the separate states of Germany 
after the Customs Union of 1833.) 


The pattern seems simple, but the catch is that 
the conditions for the orderly type of economic 
development and integration described above no 
longer exist, and probably never shall exist again. 
Why, then, the historical reference? Why speak of 
irrelevant things, and expect to draw helpful or 
meaningful inferences from them? 


To understand something complicated, we 
must first learn fundamentals. Just as an econo- 
mist first studies the limited case of perfect com- 
petition and then progresses to the more realistic 
case of imperfect competition, so must we first 
consider unrestricted capital movements and then 
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progress to the more realistic and complicated 
case of restricted capital flows. Should it become 
possible to overcome or nullify the braking effects 
of these restrictions, then perhaps capital injections 
can set these underdeveloped countries onthe road 
to economic development through greater eco- 
nomic integration. 


TRADITIONAL THEORIES 
OF CAPITAL FLOWS 


The majority of classical, neo-classical, and 
Marxian economists agree on the cause of capital 
flows between underdeveloped and developed 
countries. The promise is that capital will flow 
from the more advanced country to the more 
backward country in response to the more lucra- 
tive investments available there; as a country 
develops its resources, in other words, the more 
profitable investment opportunities will be taken 
first, until eventually only less desirable ones are 
left. Capital will then move, seeking higher re- 
turns, to the underdeveloped countries, where 
presumably similar underdeveloped resources 
offer the same high returns as previously found 
in the home country. Another way of stating the 
premise is that the rate of profit must necessarily 
fall in the advanced country in the long run. The 
literature is replete with examples; a few of the 
better known are offered here: 


Adam Smith remarked: 


"As the colony increases, the profits of stock 
gradually diminish. When the most fertile and 
best situated lands have all been occupied, 
less profit can be made by the cultivators of 
what is inferior both in soil and situation." 


(32/92). 
One may read in Ricardo: 


“When merchants engage their capitals in for- 
eign trade, or inthecarrying trade, itis always 
from choice and never from necessity: it is be- 
cause in that trade their profits will be some- 


what greater than in the home trade."( 27/195) 
Ricardo further draws the conclusion: 


"The natural tendency of profits then is to fall; 
for in the progress of society and wealth, the 
additional quantity of food required is ob- 
tained by the sacrifice of more and more 


labour." (27/71) 


John Stuart Mill's writings are replete with 
references to the greater profits available in less 
developed countries, and the natural tendency of 


profits to fall in advanced countries: 

".. . in a country whose capital increases 
faster than that of its neighbors ... the profits 
are therefore nearer to the minimum. Thereis 
a perpetual overflow of capital into colonies 
or foreign countries, to seek higher profits 
than can be obtained at home." (17/736) 


Joan Robinson points out: 


"It was a generally accepted tenet in the ortho- 
dox economics of Marx' day that there is a 
long run tendency for the rate of profit on 
capital to fall." (29/41) 


It is true that Marx reached some different con- 
clusions about wages than did orthodox econo- 
mists, who felt that the marginal productivity of 
capital must fall as capital is increased relativeto 
labor employed. This causes the marginal pro- 
ductivity of labor to rise, and competition among 
employers insures that real wages are tied to the 
marginal productivity of labor. Thus inthe ortho- 
dox explanation falling profits bring rising wages, 
a proposition overlooked by Marx which in no 
way denies his agreement with the orthodox econ- 


omists that the natural tendency of profits was to 
fall. 


Paul M. Sweezy, a prominent Marxian, agrees 
by saying: 


"Clearly the capitalists in low-profit countries 
— generally speaking, the countries in which 
accumulation has already gone farthest — 
will export capital to the higher profit coun- 
tries." (34/291-2) 


Also of this proposition, Wendell Gordon says: 


"The Marxian argument requires that of late 
years the capitalist countries should have been 
desperately trying to expand their foreign 
markets, and should have been engaged in 
large-scale capital exports to do it." (5/525). 


This same line of thought has shown amazing 
vitality, indicating its theoretical validity under 
ceteris paribus conditions. Carl Iversen in 1936 
wrote: 


"The immediate ‘cause’ which calls forth an 
international capital movement is usually a 
difference between interest rates of two coun- 
tries which is large enough to outweigh the 
costs of transfer occasioned by the obstacles 
to such capital flows." (12/26) 
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A contemporary Scandinavian of the Stock- 
holm school, Bertil Ohlin, says: 


"The most important stimulus to export and 
import of capital is certainly differences inthe 
rate of interest. Countries where the rate of 
interest is low find it profitable to export capi- 
tal to countries where the rate is high. Such 
differences are natural reasons for sending 
capital from one country to another." (22, 
332) 


And further: 


"The flow of capital between Great Britain and 
the United States in the decades beforethe War 
was almost wholly caused by the difference in 
the rate of interest. Investments in American 
railway bonds were more remunerative than 
corresponding investments in Great Britain." 


(22/335) 


The preceding was not intended to be an ex- 
haustive list, but simply to indicate that there was 
a general consensus of opinion in the matter of 
the natural tendency of profits to fall within ad- 
vanced countries, and a concomitant tendency 
for capital to flow to underdeveloped countries 
as investment opportunities declined within the 
advanced countries. 


SOME DETERRENTS 
TO THE FREE FLOW OF CAPITAL 


The growth of nationalism in underdeveloped 
countries. It is hardly possibleto overexaggerate 
the importance of the growth of nationalism as 
a hindrance to the free flow of capital between the 
advanced and less fortunate countries. This con- 
dition is certainly one of disintegration rather 
than integration. When trade is restricted, it can- 
not beoptimined; and maximization of production 
can certainly not be achieved where factors of 
production are not free to be applied to the great- 
est opportunity. 


The growth of nationalism should not be con- 
sidered altogether an unmixed evil, however. The 
stirrings of nationalism impart an economic co- 
hesiveness to a people, making them more aware 
of their future potentialities, and bringing the hope 
of future betterment. In short, a spirit of develop- 
ment begins to pervade a peopleas their national- 
istic feeling rises. 


Many economists have deplored the lackadai- 
sical attitude of underdeveloped peoples, and have 
despaired of the possibility of their ever catching 
the spark of development. In this vein Dr. Boeke 


speaks of the phenomenon of "dualism," defined 
as the clashing of an imported social system with 
an indigenous social system of another style. 
Boeke says: 


"After the Second World War, disintegrating 
forces have asserted themselves and binding 
forces have grown weaker inthe international 
field as well. I am alluding tothe formation of 
new sovereign states and to the decline of the 
uniting influence of colonial and imperial 
powers on all the dual countries." (1/294) 


Boeke's view is pessimistic; he feels that any effort 
on the part of western countries to improve un- 
derdeveloped (eastern ) countries can only lead to 
decay: 


"In my opinion, here the western influence 
tends to divert the attention of the leading 
classes from their own society to the new and 
promising western power. The masses, how- 
ever, unable to follow their leaders in the west- 
ern way, thus lose the dynamic developing 
element in their culture. Eastern culture in this 
way comes to a standstill, and stagnation 
means decline." (1/187) 


The pessimism of Dr. Boeke is notuniversally 
shared, but does serve to point out that rising 
nationalism does tend to have a disintegrating 
effect on economic integration. The view that this 
disintegration is permanent, however, is open to 
question. Why should not this nationalism, which 
draws a country together, have the same effect as 
a customs union between several countries? True, 
in the case of the underdeveloped country with 
growing pains, internationalism is at first rejected; 
but this but parallels theexemplary customs union 
which typically erects tariff walls around thecom- 
mon boundaries of the united countries. World 
trade, of course, is not optimized; but certainly 
steps have been taken toward maximizing produc- 
tion and optimizing trade within the boundaries 
of the customs union, and these steps are in the 
direction of world economic integration in the long 
run. Economic integration is of necessity a grad- 
ual thing, and even a dialectic approach to its 
achievement should be regarded as progress. 


Since the establishment of the United Nations, 
over sixty states based on the principle of nation- 
hood have come into existence. (37/25). It is un- 
precedented in human history that such a number 
of separate, autonomous sovereign nations 
should come into being in so short a space of time. 
Many of the people within these nations have 
bitter memories of colonial exploitation. Perhaps 
it is a bit unrealistic to expect them to respond as 
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graciously as we would like to our recommenda- 
tions. With time, however, perhaps it will be pos- 
sible for a greater sense of cooperation to develop. 
The germ of this idea is evident in the statement 
of C. Douglas Dillon, Under Secretary of State 
for Economic Affairs, in his testimony before a 
Congressional committee in 1958: 


"Some economic historians have said that pri- 
vate foreign investment in the less developed 
countries follows a U-shaped curve. In the 
early stages of evolution toward growth, for- 
eign businessmen and foreign investors are 
welcome. Trade is conducted by foreign 
groups, and concessions are granted for for- 
eign exploitation. As countries begin to ad- 
vance on the road to growth, they become 
more conscious of themselves as nations. In 
this period of active nationalism, they may 
try to expel the foreign investor, Then, as 
growth proceeds and as they develop more 
confidence in themselves, they invite the for- 
eign investors back, and we are then on the 
upswing of the U-shaped curve." (35/8) 


With this thought in mind, let us examine some 
other deterrents to capital flow. 


The convertibility issue Currency converti- 
bility is a subject that invariably arises whenever 
barriers to free trade and economic integration 
are discussed. While most liberal economists re- 
gard currency convertibility as indispensable for 
a multilateral, free-enterprise type of trading econ- 
omy, this desired goal has most often seemed 
quite illusory and utopian. 


Prior to the 1929 depression, convertibility was 
generally understood to mean the right to convert 
a currency freely and at a constant rate into gold. 
Now the meaning is generally conceded to be 
somewhat different; what is now meant by full 
convertibility is that the holder of any national 
currency should be freeto exchange it atthe ruling 
rate of exchange into any other currency. (8/5-15, 
22/30) 


The basic advantage of currency convertibility 
is that it promotes economic integration by ena- 
bling producers and consumers everywhere to 
buy from the cheapest sources, thereby maximiz- 
ing production and optimizing trade throughout 
the world. To be sure, currency convertibility does 
not imply free trade in an absolute sense, for if 
consumers are dissuaded or prevented from im- 
porting what they want by any method such as 
tariffs, quotas, etc., then formal convertibility will 
not of itself serve to promote multilateral trade. 
(8/44) Where convertibility exists, however, 


ceteris paribus, every country and region can 
specialize on those lines of production where it 
has the greatest comparative advantage, andcan 
import those commodities which other countries 
can in turn produce moreefficiently. Convertibility 
is thus an indispensable condition for the attain- 
nent of maximum world output. 


Since World War II, few countries have had con- 
vertible currency. Mostcountries have maintained 
exchange controls that limit conversion of their 
currencies. Examples of countries with convertible 
currencies are the United States and Canada; some 
currencies are partially convertible in the sense 
that only certain transactions are subject to con- 
trol. Such partial restrictions cover a wide spec- 
trum of different types of control, stemming largely 
from the postwar dollar shortage. (25/314) 


Many underdeveloped countries are fearful of 
the results of removing all exchange controls. 
Large deficits might well develop in those coun- 
tries which would cause a drain on reserves and 
exert pressure on exchange rates, as well as pos- 
sible extensive domestic repercussions. Inflation 
is a mortal enemy of currency convertibility, and 
many underdeveloped countries have been sleep- 
ing with inflation for some time; indeed, some are 
quite loath to break up the relationship. (Brazil 
is an outstanding example). 


Advanced countries could aid moves toward 
currency convertibility by maintaining high levels 
of economic activity, assuring less developed 
countries of continued markets for their exports. 
Lower tariffs, of course, will also be animportant 
move, as well as increased private foreign invest- 
ment into the underdeveloped areas. 


The size of a country's reserves are very im- 
portant, too; a country must have adequate re- 
serves to avert any serious balance-of-payments 
problem that might arise. Austin Peck feels that 
monetary authorities seem to suffer from anoccu- 
pational disease that causes them to regard the 
level of reserves at any given time as inadequate. 
Granted that reserves are difficult to determine 
with precision, it is possibleto compensate through 
membership in the International Monetary Fund, 
which permits a member to supplement its own 
monetary reserve through its drawing rights in 
the Fund. (25/316) Sincethe Fund's resources are 
limited, it might be that the United States could 
see its way clear to extend special stabilization 
credits, which would undoubtedly increase the 
willingness of other countries to take steps toward 
currency convertibility. Despite the obstacles in 
the path of general convertibility, the rewards to 
the international economy would be so substantial 
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that every effort should be made to reach the de- 
sired goal. The stimulus to private foreign invest- 
ment would be tremendous, and domestic as well 
as foreign development would benefit. 


Tax problems. A recent Department of Com- 
merce survey (36) found most United States busi- 
nessmen interviewed agreeing that domestic tax 
policies provided no incentive and were in fact an 
impediment to foreign investment. While the same 
group would probably reach thesame conclusion 
on domestic investment as well, the survey may 
be of help in answering the question why business- 
men in general are disinterested in investing 
abroad, particularly in underdeveloped countries. 


Granted that considerable American invest- 
ment is taking place in the advanced countries, 
particularly in Western Europe, this paper is 
mainly concerned with capital flows to the under- 
developed countries, which have generaily been 
forced to do without substantial economic assist- 
ance. 


The tax policies deplored by the businessmen 
were United States tax policies, not those of the 
underdeveloped countries. To the extent that any 
underdeveloped country is interested in attracting 
United States direct private investment, they have 
been willing to make tax concessions which have 
in many cases been quite attractive to private 
investors. (Their attractiveness, of course, has 
been in direct proportion to the confidence that the 
foreign government has been able to instill in the 
American investor; should nationalistic policies 
make the investor uneasy, this is certain to be 
reflected in his propensity to make foreign invest- 
ments. ) 


Businessmen criticize U. S. tax policies for not 
recognizing the greater risks inherent in foreign 
investment, for setting levels too high, and for 
providing insufficient measures of relief. They also 
complain of competition from government enter- 
prises, but perhaps the most valid criticism is that 
U. S. taxes counteract the effect of tax concessions 
made by other nations to attract capital. Should 
an underdeveloped country wish to encourage 
American capital and offer the investor alow rate 
of tax as an inducement, current U. S. tax policies 
do not permit him to take advantage of this. Our 
tax laws permit the foreign investor to deduct the 
amount of foreign taxes on his return before pay- 
ing taxes to the U.S., but there is no provision 
allowing him to deduct tax concessions. The in- 
vestor, then, pays the additional taxes tothe U. S., 
instead of to the tax-conceding nation. The latter 
is forced to do without the taxes conceded as well 
as actually having no real inducement to offer the 


private investor. 


In answer to the common complaint of double 
taxation, the tax burden on U. S. business operat- 
ing abroad is aslow as or lower than the domestic 
burden. The main tax burden as far as foreign 
investment is concerned would seem to lie in its 
uncertainty (due to some other factor) or its com- 
plexity, rather than in its financial severity. 


Government regulations. Many investors cite, 
as a reason for not investing in underdeveloped 
countries, the excessive government regulations 
that they are forced to abide by. Such regulations 
may involve social legislation and welfare, or 
may actually be discriminatory. On most occa- 
sions, however, the laws are general ones, and 
are meant to be enforced against nationals as 
well as foreigners. It is true that the customs and 
habits may be different from one country to an- 
other, but this should not be taken as discrimina- 
tion. Actually, if a country intends to discriminate 
against foreign capital, this attitude will be readily 
apparent to the prospective investor, and he will 
not regard this as a deterrent, but as a positive 
prohibition, as far as his capital is concerned. 


Should a country follow a policy of uncompen- 
sated expropriation, it should naturally expect a 
somewhat less than enthusiastic response from 
investors. Most countries, however, atonetimeor 
another in their history, have found expropriation 
necessary, and therefore such action should not 
be necessarily regarded with pious horror. 


The regulations imposed by many countries 
that nationals of the country must own a percent- 
age of the stock of that company operating within 
the foreign country do not seem unreasonable, in 
most cases. By establishing this requirement, the 
country is of necessity turning its back on addi- 
tional capital; but there is no reason for the foreign 
investor to think that his native partners will not 
be interested in making a profit, and he might feel 
considerably easier about the lessened prospect of 
discrimination and/or expropriation. Similar reg- 
ulations involving the employment ofa large pro- 
portion of nationals should be even less onerous; 
presumably, one of the major reasons for capital 
to go abroad is to take advantage of the cheaper 
labor costs available there. The extent of these 
regulations as deterrents in themselves is question- 
able, to say the least. 


This list of deterrents is not meant to be exhaust- 
ive, and the reader will undoubtedly think of 
others. I believe that these are the most meaningful 
to the development of this paper. 
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THE PRESENT UNEVEN FLOW OF CAPITAL 


Following the cessation of hostilities in 1945, 
the primary concern of the United States was the 
reconstruction of Europe. To this end most of the 
funds allocated under the Marshall Plan went to 
Europe rather than to theless developed countries. 
With President Truman's announcement of the 
Point Four Program in 1949, emphasis was then 
placed on the economic development of the non- 
European free world. Administration spokesmen 
then and since have repeatedly expressed their 
preference for private foreign investment, and their 
intention to encourage its expansion. (39, 2). At 
the same time, the actual figures on private foreign 
investment made it obvious that the private capital 
in amounts necessary to replace public funds en- 
tirely would not appear quickly, and that public 
overhead investment would be a prerequisite in 
many areas. 


Portfolio investment, while increasing some- 
what in the last few years (especially in Israel), 
is not well designed for underdeveloped countries, 
due to the lack of appropriate intermediary insti- 
tutions. This throws the greater partofthe burden 
on direct investment to provide a large share of 
the developmental capital needed by backward 
areas. 


Direct private foreign investment did not share 
in portfolio investment's drastic losses between 
1929 and 1946, but remained relatively stable in 
real terms. Since then it has been increasing at an 
annual rate of over $1 billion. During this period, 
the proportion of direct investment going to under- 
developed countries has varied irregularly, butthe 
tendency seems to beslightly in favor ofthe under- 
developed countries. 


Government expenditures have followed a sim- 
ilar pattern. The Export-Import Bank of Wash- 
ington has financed a number of social overhead 
projects in underdeveloped nations; the Invest- 
ment Guaranty Program, designed originally for 
European reconstruction, was extended to the non- 
European world in 1949, and simultaneously the 
Technical Cooperation Administration was set up 
to provide crucial knowledge and skills to less 
developed countries. In 1956 the International 
Finance Corporation was created as an affiliate 
of the International Bank for Reconstruction and 
Development 


",.. to further economic development in its 
less-developed member countries by investing 
—without government guarantees — in produc- 
tive private enterprises in association with pri- 
vate investors who can provide competent 
management." (39, 4). 
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A basic difficulty in increasing the flow of pri- 
vate capital is that a large part of the foreign 
capital required by underdeveloped countries 
is for the expansion of basic economic overhead; 
such things as transportation, communication, 
irrigation, and power. It used to be that under- 
developed countries could get private capital to 
build roads, harbors, and other non-revenue pro- 
ducing projects by floating government bonds in 
foreign markets. It has been estimated that no 
less than three-fourths of the tremendous British 
capital outflow in the half-century or so preceding 
World War I was in public loans or public utility 
investments, including a heavy investment in rail- 
roads. (35, 188). But there is little or no foreign 
market for such bonds today. In the case of pub- 
lic utilities, such as railroads, communications, 
and electric power, foreign companies in under- 
developed countries are often subject to discrimin- 
atory regulation; indeed, many underdeveloped 
countries insist upon public ownership and oper- 
ation of all utilities, and exclude foreign utility 
companies altogether. (35, 125). 


The trouble is that we have no rich, sparsely 
settled areas in which to invest, but poor, over- 
populated areas instead. Private capital has never 
moved to any large extent to such heavily popu- 
lated areas, which indicates the unprecedented 
nature of the investment problem. Private enter- 
prise is barred from building the economic over- 
head without which manufacturing, trade, and 
services — the fields where private investment has 
its major opportunities — cannot prosper. Itis for 
this reason that U.S. government capital must 
flow into these basic developmental projects. Eco- 
nomic development, to a large extent, consists in 
"getting over the hump," and this impetus, it seems, 
must fall to the lot of government. 


Motives affecting foreign investment. Wehave 
already looked at thetraditional motives affecting 
foreign investment, and have found that allegedly 
most investments occur because of the attraction 
of higher profits in the country where the invest- 
ment is made. Wendell Gordon, however, finds 
that this explanation falls considerably short of 
providing a satisfactory basic explanation of the 
process, and further doubts that average profits 
are higher in debtor countries than in creditor 
countries. (5, 514). It may appear that interest 
rates are considerably higher in the underdevel- 
oped country, but this may be merely an illusion 
of chronic inflation. The hard truth is, that even 
should underdeveloped countries throw open their 
borders and actively solicit private capital, it is 
extremely doubtful if sufficient amounts would be 
forthcoming to fill the gap between ca pital require 
ments and domestic financial resources. Of this, 
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Benjamin Higgins says: 


"Many people in underdeveloped countries 
still believe that a huge flood of foreign capital 
is waiting to inundate those lands if the gates 
are opened. Nothing could befurther from the 
truth. Even countries with high standards of 
living, such as Canada and Australia, still 
find it necessary to borrow abroad to finance 
their economic development. The most highly 
developed country of all, the United States, 
offers investors earnings above ten per cent 
on the highest grade industrial securities. Far 
from being a matter of ‘permitting’ foreign 
capital to enter under restrictive conditions, 
it is a matter of competing for capital against 
other countries in both the highly developed 
and the less developed category." (11, 571). 


An examination of the relevant statistics would 
seem to indicatethat high profit opportunities have 
not appeared to any large extent in the underde- 
veloped countries, but rather in the developed 
nations. Also, the flow of capital appears to indi- 
cate that investment opportunities in the United 
States are more attractive than elsewhere, which 
is another refutation of the traditional theory of 
capital flows. If, as Gordon says, capital flows 
from the less developed to the more developed 
countries, this is a discouraging and counteract- 
ing force working against economic development 
and integration. This capital may be fleeing from 
chronic inflation, excessive government regula- 
tion, proposed expropriation, or simply from a 
lack of sufficient opportunity, but at any rate it 
adds nothing to the economic development of the 
backward nations. 


In order to isolate such imperfections as curren- 
cy convertibility, discrimination, and language 
barriers, to mention only a few, it may be useful 
to consider capital flows between regions of a sin- 
gle country. In this case, we would seem to have 
as pure an example as possible, and we could 
examine the unhampered flow of capital between 
the more and less developed areas. Two such 
countries come readily to mind: the north and 
south of Italy, and the north and south of the 
United States. 


The following quotations from some OEEC 
publications can quickly prove our point as con- 
cerning Italy: 


“Income increased at a slower rate in the South 
than in the rest of Italy in 1955. Government 
investment has been maintained at about the 
same rate as 1954, largely concentrated onthe 
public utilities and agriculture. Notwithstand- 


ing, the fiscal and monetary incentives pro- 
vided by the authorities . . . have been insuf- 
ficient to achieve the desired impetus, though 
there has been some expansion of the food 
processing and minerals smelting industries, 
the chemical industry, and building materials. 
It seems clear that the gap between the South 
and the North is not being reduced. (Italics 
mine.) Under the Cassa per il Mezsogiorno, 
firms investing in the South can obtain very 
considerable fiscal advantages and additional 
financial facilities." (23). 


In another publication by the same organiza- 
tion, two years later: 


"It has proven difficult to attract private capi- 
tal to the South, where the rate of development 
in 1957, as in previous years, was less than 
the target fixed by the 'Ten-Year Plan for 
Raising Income and Employment During 
1955-64.' The investment programmes for 
Southern Italy have recently been increased; 
they concern mainly the petroleum and chem- 
ical industries, electricity, and communica- 
tions." (24). 


Another example, closer to home, is the situa- 
tion existing in the Southeastern portion of the 
United States. Here is an underdeveloped region, 
in relation to the balance of the country, which 
has consistently lagged behind the rest of the na- 
tion in industrial progress and per capita income. 
The gap is slowly being closed, but it is a very 
slow and gradual process, and government funds, 
such as those that financed the Tennessee Valley 
Authority, have been instrumental. Private capital 
has largely shunned the Deep South, due appar- 
ently to better investment opportunities elsewhere 
in the country. On this topic, Myrdal comments: 


"If the South of the U.S. remained compara- 
tively stagnant after the Civil War, the cause 
was not that there were formal barriers to 
mobility. The hillbillies, for instance, had been 
free to move up north. Their American citizen- 
ship and their knowledge of the English lan- 
guage would have given them an immense 
competitive advantage over the poor Euro- 
pean immigrants who swarmed into thelabor 
market in the northern states. Nevertheless, 
they stayed in their destitution. Freedom to 
move is not all that matters; its exercise de- 
pends upon cultural, social, and economic 
factors. Southern stagnation was not over- 
come until the era of the extended and acceler- 
ated economic progress initiated in America 
by the Second World War." (19, 23). 


From these remarks it would seem thatthereis no 
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natural tendency for private capital to flow from 
developed to underdeveloped countries, and in- 
deed, in the absence of controls, the capital may 
well flow from the underdeveloped to the advanced 
countries. Why, then, did capital flow from devel- 
oped to underdeveloped countries in the nineteenth 
century? 


Aside from the open spaces argument, Wendell 
Gordon says that this occurred because it was the 
only way capital cou/d flow. 


"Investment had to flow to underdeveloped 
countries because only the developed countries 
had technical knowledge, productive capacity, 
equipment, and manufactured goods, as well 
as an institutional arrangement that permitted 
industrial development." (6, 3). 


Gordon believes that in many cases the contri- 
bution that foreign investment has made to an 
economy has been overemphasized, and that 
entrepreneurial talent and changes in the institu- 
tional framework of the underdeveloped countries 
are of primary importance. After all, the developed 
countries were not endowed with any particular 
blessings in the beginning; they achieved their 
present superior status through a different culture. 
If the end which they have achieved is important 
enough to justify tampering with the means, it 
would seem that this approach would be attacking 
the problem at its roots. This is not to say that 
capital assistance is not needed, or that it would 
not make the job easier and faster. 


Foreign investments of citizens of powerful 
countries are safer and freer to grow. Oncea cred- 
itor country loses its bargaining position, evident- 
ly, the debtors are quick to seizetheir opportunity 
to rid themselves of the financial burden, at the 
expense of those whose power is weak. A good 
example of this isthe Mexican land expropriation, 
starting in 1910. United States citizens were com- 
pensated; maybe not as handsomely as they felt 
they deserved, but they were compensated. Spanish 
and Mexican citizens, however, went virtually 
uncompensated. (One may draw his own conclu- 
sions about the recent U.S.-Cuban experience. ) 


It seems safe to agree with Gordon, then, that 
interest and profit rate differences between nations 
are not necessary to motivate the international 
lending process, and capital movements are not 
especially sensitive to such differences even when 
they exist. (5, 514). It is probably the advantage 
conferred by greater technical progress and man- 
agerial knowledge which will determine the greater 
profit potential, and this advantage appears to be 
a structural one, determined by the institutional 


arrangements within a country. Modify the insti- 
tutional structure, and capital would presumably 
need no other inducement to move to the under- 
developed area. We may observe this occurring 
in our country as the institutional framework of 
the South changes, and capital becomes easier to 
obtain in this area. This will not necessarily solve 
the problem, however; the gap remains, and the 
discussion now turns to the question of closing 
the gap. 


Deteriorating terms of trade? Malthus and 
Mill both regarded expansion of international 
trade as a “vent,” postponing economic stagnation. 
Foreign trade expansion for the underdeveloped 
countries, however, does not seem to have done 
much for them as far as raising domestic stand- 
ards of living. There seems to be another basic 
conflict here, similar to the one concerning the 
direction of capital flows. The problem now seems 
to be whether trade will work to the relative ad- 
vantage of the underdeveloped or the developed 
nation; whether the "terms of trade" will bein favor 
of the industrially advanced countries, or the 
primary-producing countries. Let us review some 
of the literature concerning the terms of trade. 


Lord Keynes, in his theory ofthe secular move- 
ment of the terms of trade, wrote: 


“There is . . . a steady tendency for a given 
unit of manufactured product to purchase year 
by year a diminishing quantity of raw prod- 
uct. The comparative advantage in trade is 
moving sharply against industrial countries." 
(13, 630). 


D. H. Robertson in 1923 wrote: 


"Population growth and communicability of 
industrial development will influence thesecu- 
lar movement of the terms of trade to the det- 
riment of those more industrially advanced 
nations and in favor of those who obtain their 
living from the soil." (28, 206). 


Alfred Marshall also felt that the terms oftrade 
would turn against the developed nations, due to 
the underdeveloped nations' near-monopoly of 
source for the obtainment of raw produce. As a 
result, the less developed nations would be able 
to obtain higher prices for their raw produce as 
compared to the more advanced nations who 
would have only a surplus over their needs of 
manufactured goods. Therefore, the terms oftrade 
would turn in favor of the less developed nations. 
(16). 


W. A. Lewis in 1949 summarized his analysis 
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on the secular movement of past terms of trade on 
long-run supply and demand conditions under 
two tendencies. First he observes that the demand 
by industrialized countries is to be expected to 
lessen because of the "tendency for the ratio of 
growth of primary demand to industrial growth 
also to decline." Set against this tendency for de- 
mand to decline in “old” industrialized countries 
is the future outlook for the world demand for 
primary products to increase because of the in- 
creasing industrialization of the underdeveloped 
nations. Counteracting the increasing tendency 
toward monopolization of the supply ofraw mate- 
rials is the tendency toward more competition in 
the selling of the manufactured products of the 
more advanced countries. The conclusion is that: 


"A nation such as England which assumed 
industrial leadership made progress easier 
for other countries, who could emulate rather 
than be forced to invent before going into the 
production of manufactured goods. The ad- 
vantage, then, of a country which has indus- 
trial leadership is that itcan charge monopoly 
prices until others duplicate the process. As 
long as there is constant invention and tech- 
nological progress, leadership may be main- 
tained." (15, 95-103). 


Raul Prebisch (26) and H. W. Singer (31, 
473-486) have both noted that according to recent 
United Nations publications the terms of trade 
have been turning secularly against the primary 
producing nations and in favor of the industrial 
nations. They both agree that according to ortho- 
dox theory the benefits of increases in efficiency 
will be passed along either in the form of decreased 
prices to the consumers or in increased incomes to 
the productive factors. Accordingly, they both 
state that if it is allowed that industrial nations in- 
crease their productivity faster than primary pro- 
ducing nations, which they both explicitly assume, 
and these increases in productivity are reflected in 
price decreases, one would expect the terms of 
trade to move against the industrial nations. They 
both conclude that historically this has not hap- 
pened, and draw the conclusion that the industrial 
nations have chosen historically to distribute 
gains in productivity in the form ofincome rather 
than price reduction. 


Whatever the reason, it does seem thattheterms 
of trade have not moved, as the classicists expect- 
ed, in the favor of the underdeveloped nations. 
Whether this is an exception to theclassical theory, 
due to special conditions, or whether the classical 
theory itself was based on special conditions, has 
not yet been determined. One finds competent econ- 


omists on both sides of the fence. 


In an article by Hla Myint one may read: 


"The nineteenth century pattern ofinternation- 
al trade, whereby the underdeveloped coun- 
tries export raw materials and import manu- 
factured goods, has been unfavorable to the 


economic development of these countries."( 18, 
137). 


(Myint does not ascribe this detrimental effect to 
the lack of capital; he rather feels that the low 
level of skills, the htgh turnover of labor, and the 
"backward-bending supply curve of effort" are to 
blame.) These views are shared by Gunnar Myr- 
dal, who sees a vicious spiral away from equilib- 
rium bringing increasing discrepancies between 
the productivities of advanced and underdevel- 
oped countries. (20, 18) R.F. Harrod has similar 
views (10, 150), as does Evsey Domar.(3). 


On the other side of the fence, Gottfried Haber- 
ler states quite positively: 


"The theory has become quite popular that 
the terms of trade have shown a secular tend- 
ency to deteriorate for the underdeveloped 
countries, the so-called ‘peripheral’ world; 
more precisely, for the raw material exporting 
countries. This alleged historical trend is sup- 
posed to be the consequence of deep-seated 
factors and hence capable of being extrap- 
olated confidently into the future. Tomy mind 
the alleged historical facts lack proof, their 
explanation is faulty, the extrapolation reck- 
less, and the policy conclusions irresponsible, 
to put it mildly." (7, 8). 


Haberler goes on to say that even if the evidence 
clearly showed that the terms of trade of under- 
developed countries have deteriorated in the last 
century, it would not be possible to reach policy 
conclusions from these facts unless it is certain 
that such deterioration was likely to continue. 
Before one could make such a projection, one 
would need some kind of a theory as to why the 
deterioration took place, and Haberler denies the 
existence of a valid theory to this effect. 


Benjamin Higgins says (11, 374) that what 
Haberler has demonstrated is that the case for the 
deteriorating terms of tradeofthe underdeveloped 
countries "ain't necessarily so", but he has not 
proved that it could never be right, and concludes 
that the discussions lead to the conclusion “it de- 
pends", which seems to be the most meaningful 
conclusion. 
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Regardless of the direction of the terms of trade, 
it seems as though most of the U. S. private in- 
vestment abroad is in the extractive industries. 
There is a strong economic argument for this; 
this type of industry is one wherein the underde- 
veloped country normally has the greatest com- 
parative advantage. While private capital is often 
urged to invest in manufacturing industries, in 
underdeveloped countries it has not typically 
taken this course. Douglas Dillon has made the 
following statement: 


"While American Private foreign investment 
— long-term — has reached the impressive total 
of around $33 1/2 billion, the flow of private 
capital has been uneven, and concentrated 
largely in Canada, Latin America, and Eu- 
rope. United States direct private investment 
in the less developed areas of Asia, Africa, and 
the Middle East averaged only $100 million 
a year during the past four years. (1958) 
Moreover, over half of this investment has 
been in petroleum." (35, 7-8). 


It would appear that private foreign investment 
in the extractive sector of the underdeveloped coun- 
tries is one of our economic facts of life, and will 
probably so remain until the social structure of 
the underdeveloped countries is altered in a way 
compatible with industrial development along 
western lines. Given existing conditions, then, it 
would seem that the underdeveloped countries will 
continue to remain at a relative disadvantage to 
the more advanced countries, as far as the terms 
of trade are concerned. 


Balance-of-payments and equilibrium. Bal- 
ance-of-payments considerations influence the 
extent to which a nation should borrow abroad 
for the purpose of financing economic develop- 
ment. When a nation borrows, thecurrent account 
of its balance-of-payments shows an import sur- 
plus, but when the time for repayment comes, it 
must develop an export surplus. The extent to 
which it will be possible to develop an export sur- 
plus in the future must be considered in any think- 
ing about the amount of current borrowing a 
nation should do. Loans should not becontracted 
in such amounts that future repayment will con- 
stitute an insupportable burden. 


Payments problems could force a restriction of 
domestic consumption in the interests of achieving 
an export surplus, or could lead to the imposition 
of a strict system of trade control. Neither is a 
desirable alternative, in the interests of maximiza- 
tion of production or optimization of trade. For- 
eign capital, then, is not the entire answer. Too 
much of it could lead to chronic inflation and im- 


balance. The hope is that properly administered 
doses of capital will act as a catalyst, and help to 
trigger off a process of development which will 


_ then become cumulative and feed on itself. (25, 


343). 


Much of the blame for such exchange controls 
throughout the world can be laid at the feet of 
balance-of-payments difficulties. Often payments 
restrictions have hampered the flow of capital into 
countries; limitations on conversion of earnings 
into dollars and restrictions on repatriation of 
capital have also inhibited investors. Exchange 
controls, however, seem to be a necessary adjunct 
to the process of economic development, accord- 
ing to Alvin Hansen: 


"Exchange controls by countries in a certain 
stage of economic development should be re- 
garded not only as legitimate, but also neces- 
sary in order to promote world prosperity 
and international equilibrium.” 


Hansen does not see these controls as perma- 
nent, though. 


"As the primary-producing countries gradu- 
ally evolve toward a more balanced and 
mixed economy, they may be expected to be- 
come ripe for admission into the circle of mul- 
tilateral trade and free exchange. Exchange 
control can, in the meantime, serve asa useful 
incubator in the process of growth and devel- 
opment." (9, 185-6). 


The underdeveloped countries, in order to ad- 
vance, should follow policies to increase the flow 
of savings on the part of the population able to 
save, parallel with the process of raising produc- 
tivity and output. Their problem is not the same 
as that of the more advanced countries, who need 
to devise ways to raise the consumption function 
as a means of promoting full employment. Un- 
employment is a relatively minor problem in the 
less developed countries; inflation and price stabil- 
ity are much more pertinent questions. 


The really desirable way to resolve the bal- 
ance-of-payments disequilibrium is to establish 
an international monetary unit, with a currency 
that would circulate as legal tender anywhere. 
(11, 628). If this is impractical, then the other 
most desirable alternative is freely-fluctuating 
foreign-exchange rates. 


Continued investment in the export sector of 
the economy ofunderdeveloped countries may not 
be as desirable for economic development as in- 
vestment in domestic manufacturing would be. 
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This is probably a major reason behind many 
countries’ unwillingness to accept private foreign 
capital. History has shown that during depres- 
sions the export sector tends to suffer the most, 
as the developed countries cut back on their im- 
ports, andthe underdeveloped countries are aware 
that their workers have to eat in these periods as 
well as when business is booming. They therefore 
seek development of a less volatile nature, which 
has the added benefit of promoting unity rather 
than dualism within the economy. (14, 348). 


Domar suggests that there is no a priorireason 
why foreign lending should not be so conducted 
as to avoid any eventual net inflow; he points 
out that if the rate of growth of new lending were 
greater than the rate of interest, then the return 
flow need never exceed the gross outflow. Private 
investment alone will not suffice if the rate of 
growth of new investment is to exceed the yield, 
and for Domar the answer lies in very low (two 
per cent or less) rates on government lending 
abroad so that the yield rateon private and public 
lending combined is made equal to the rate of 
growth of new loans. (4, 805). 


It seems unlikely that any large-scale revival 
of private foreign investment will come about, giv- 
en the existing world political situation. In this 
context Norman Buchanan has concluded: 


"In a world where more and more the aim is 
to insulate national price levels from one 
another by direct controls, where exchange 
controls are preferred to adjustments in ex- 
change rates, and where almost any deflation- 
ary tendencies are viewed as a threat to full 
employment at home — in such a world, for- 
eign borrowing is likely to appear astheonly 
‘feasible’ means of dealing with balance-of- 
payments problems." (2, 30). 


SUMMARY 


Throughout this paper the optimization of 
trade and the maximization of production have 
been stressed as the advantages of economic inte- 
gration. It is obvious that in the formation of in- 
tegrated economies, or customs unions, the under- 
developed nations have one great advantage over 
the more advanced countries. While there will be 
certain inevitable problems to be worked out, the 
economies of the less developed countries will 
require far less restructuring than if they were 
highly industrialized. Questions may arise as to 
the location of industries, but presumably these 
could be decided by animpartial committee on the 
basis of the most economically efficient location. 
The underdeveloped countries, then, have the 


unique advantage of being able to choose, to some 
extent, where the development will take place, 
rather than having to build about pre-existing 
industries in locations that might not be as desir- 
ably located as when they were established initially 
in the advanced countries. 


Productivity would seem to be the area that 
underdeveloped countries should concentrate up- 
on. By making the underdeveloped countries more 
productive, their role in the world economy will be 
much greater. I think we can agree with Myrdal 
that trade has limits as a substitute for factor 
movements in effecting integration, and by itself 
cannot be expected to halt the trend toward an 
increasingly widening gap in levels of production 
and consumption and ofliving standards.(19, 2). 
By itself, “free trade," as it did in the nineteenth 
century, would probably tend to perpetuate stag- 
nation in the underdeveloped regions. An empha- 
sis on the manufacturing sector of the economy 
of the underdeveloped countries appears to bethe 
proper action, but we have seen that this sector 
usually does not pass the test of approval of the 
foreign private investor. Government investment, 
then, is the alternative, with the optimistic expec- 
tation that it will provide a trigger for economic 
development. With this development should come 
more opportunities for private capital within a 
more hospitable atmosphere, and, political con- 
siderations permitting, capital movements may 
resume a more orthodox pattern. With the over- 
populated underdeveloped countries, however, 
there seems little likelihood of sufficient private 
capital flowing into their development, even with 
the encouragement of government guarantees un- 
der such programs as the United States Invest- 
ment Guaranty Program. 


My conclusion is that it is not inevitable that 
capital should flow from developed to underde- 
veloped countries, but the reverse case is not nec- 
essarily true either. Traditional theory probably 
needs to be more strictly qualified. I believe the 
following statements are valid: 


Capital will flow from more developed to less 
developed countries, provided the less devel- 
oped countries are sufficiently underpopulated 
to allow the concomitant flow of labor, and 
sufficiently weak or “laisser-faire" inclined to 
allow entrepreneurs to operate in a relatively 
unfettered fashion. 


Capital will flow from less developed to more 
developed countries provided that demo- 
graphic, political, and/or cultural conditions 
in the underdeveloped country are such as to 
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discourage domestic investment. 


Economic unions between the underdeveloped 
nations in the different parts of the world could 
fill existing vacuums. These freetrade areas could 
include as many or more economic resources as 
have made the United States an industrial giant, 
and quite likely would contain no greater econom- 
ic differences as exist between the Deep South and 
the industrial North of the U.S. (nor such racial 
diversity as is created by the American Negro 
minority ). 


Myrdal believes that the road to economic 
integration must be sought through national inte- 
gration. The adoption of nationalist policies by 
the poor countries and an increase of their bar- 
gaining power as a result of these policies, and of 
increased cooperation among them as a group, 
are a necessary stage in the development of more 
effective world-wide international cooperation. 
(20, 70). 


Africa appears to offer the most fertile field for 
the testing of our more rigidly qualified hypothe. 
sis. Here we find a continent not wholly unex- 
ploited, to be sure, but possessed of one great 
advantage over the Eastern countries — it is not 
over-populated. As we have seen in previous 
parts of this paper, overpopulation is a deterrent 
to capital movements operating to eliminate the 
concomitant flow of labor along with capital. 


Africa has some obvious disadvantages, aside 
from the present political difficulties. The soils are 
for the most part poor and leached, the minerals 
are spotty, the population is largely illiterate, and 
the cultural patterns have not encouraged entre- 
preneurial activity. Water power is available in 
large quantities, however, and with cheap fertilizer 
agriculture could become quite productive. In such 
minerals as aluminum, Africa is quite rich, and 
these sources could be exploited in such a manner 
as to develop the continental economy. Whether 
or not such a combination as the United States of 
Africa is feasible, the geographic position of Africa 
relative to the Inner Six, the Outer Seven, the Unit- 
ed States, Australia, and South America could 
make her an important economic keystone in the 
international economy. 


The importance of Africa as an integrated 
economy has been noted by Adlai Stevenson, who 
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suggests that the United States should take a 
larger part in the economic development of the 
continent. (33, 48-54), American aid in the past 
has been largely to North Africa for political 
reasons, reaching a total of $77 million in 1958. 
Stevenson suggests annual aid in the amount of 
at least $1 billion, with American policy to: 


(a) Support the free association of autono- 
mous African states with a wider European 
or Atlantic Community; (b) Encourage local 
moves toward interdependence and federa- 
tion; and (c) Undertake on a serious and sus- 
tained basis the task of assisting Africa across 
the barrier of modernization." 


To effect these ends, Stevenson seems to agree with 
Myrdal that economic integration will not all 
come at once, and that this would be too much to 
expect. He suggests: 


". ..aseries of regional associations — in West 
Africa, in East Africa, and along the Congo 
River — based upon common markets, cur- 
rencies, and fiscal policies; joint developmen- 
tal plans; transportation and power grids; 
and joint centers of higher learning." 


Mr. Stevenson's proposal displays a sound 
economics background and has all of the elements 
of a successful developmental plan. His emphasis 
on the importance of planning, sound fiscal and 
monetary policies, education, and the primacy of 
economic overhead should give him an "A" in 
economic developmental theory, but the luring of 
private capital to Africa in its present unsettled 
condition calls for a promotional effort as yet 
unmatched by Madison Avenue. Institutional 
barriers still remain the primary impediment to 
private capital flows, in Africa as well as in the 
East. 


The customs union proposed above might ef- 
fectively parallel the economic unions of Europe, 
the EEC and the EFTA. Astheseunions progress, 
it is eventually to be hoped that their members 
will see the value of merger, and the same might 
be expected of the customs unions of Africa. Freer 
trade would be a mighty weapon in the arsenal 
of the West, engaged as we are in the critical race 
for world economic development between oppos- 
ing ideologies. It well might make the difference. 
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A NOTE ON THE FUTURE OF JAPAN'S TRADE WITH RED CHINA 


Robert S. Ozaki* 


It is extremely difficult to make a long-term 
prediction as to the future course of Japanese 
trade with Communist China. For this is the area 
where political and ideological factors override 
economic issues. The reality of the cold war is 
acutely felt, particularly for Japan, since the devel- 
opment of trade between mainland China and 
Japan had played a significant role in the course 
of the latter's economic expansion prior to the 
cessation of World War II. 


The basic contention of the Japanese govern- 
ment has been that, although the existence of polit- 
ical barriers that separate thetwo countries is duly 
recognized, it is and should be possible to deal 
with political and economic issues in separate 
categories in the hope that a gradual development 
of closer economic interrelationships will eventu- 
ally establish an antecedent leading to more ami- 
cable political relationships as well. In contrast, 
the attitude of Red Chinese government since the 
stalemate of Sino-Japanese trade in the middle of 
1958 initiated by the sudden and unexpected stif- 
fening of the Peiping regime's policy toward Japan 
has been that it feels unable to treat political and 
economic problems in separate compartments, 
especially in view of the fact that Japan belongs 
to the sphere of influence of American "imperial- 
ism" and is a member ofthe United Nations which 
regards Red China as an "aggressive" nation; i.e., 
it has apparently no desireto reopen trade between 
the two countries unless and until Japan withdraws 
her political allegiance to the free bloc. The Japan- 
ese government points out that Red China has been 
engaged in economic intercourse through separate 
trade agreements with several countries in the free 
bloc such as New Zealand and Western Germany. 
How the Peiping government would reconcile this 
fact to its official attitude toward Japan on the 
trade question is left unclear. 


Under the system of state trading, about 90 
per cent of Red Chinese foreign-trade transactions 


*Alemeda State College, California. 


are handled by that government. With this fact 
in mind, it is astonishing that prior to the stale 
mate of 1958 all trade between Red China and 
Japan had been taking place inthe absence of any 
formal governmental agreements or trade mis- 
sions stationed in both countries. All trade agree- 
ments were "private," since Japan has not yet for- 
mally recognized Red China. (1) In the period 
1934-1936, Japanese exports to and imports from 
mainland China (exclusive of Manchuria) ac- 
counted for 18 percent and 10 percent of the total, 
respectively, whereas, as thetable below indicates, 
the value of Japan's trade with Red China has 
been of very small magnitude in the postwar years. 
Exports fell to as little as 0.05 per cent of the total 
in 1952. Given the changed context today (e.g., 
Red China's closer politico-economic ties with the 
Soviet bloc and her frantic efforts to raise the level 
of industrialization ), there is little room for any 
easy optimism in calculating an enlarged volume 
of trade between the two countries. Most of the 
items Japan wishes to import (iron ore, coal, raw 
cotton) are urgently needed in Red China for her 
internal economic development, while those items 
which Red China is desirous of importing from 
Japan have been found on the often-controversial 
COCOM embargo list, though the severity of the 
COCOMrestrictions has been gradually lessening 
since the termination of hostilities in Korea. Even 
if we make the heroic assumption that genuinely 
“free” trade between the two countries will become 
a reality, and accordingly Japan enabled to im- 
port freely her total requirements of iron ore, salt, 
coal, soyabeans, and raw cotton from mainland 
China, it is generally expected that these would 
not account for more than 10 percent of Japanese 
total imports, primarily because of the limited 
export capacities on the part of Red China. Like 
wise, on the export side, a Japanese expert has 


(1)Japan-China Export-Import Association, Ni- 
tchu Boeki Hakusho (White Paper on Trade be- 
tween Japan and Communist China) (Osaka: 
Daido Shoin Publishing Company, 1958), pp. 
43-45, 
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POSTWAR TRADE BETWEEN MAINLAND CHINA AND JAPAN 


Exports Imports 
Year Value Rate of Weight in Value Rate of Weight in 
($1000) Increase(%) Total exports(%) ($1000) Increase (%) Total imports (%) 
1949 3,144 0.6 21,756 24 
1950 19,632 +524 2.4 39,636 +82 4.1 
1951 5,628 - 70 0.4 21,606 -46 1.1 
1952 599 - 90 0.05 14,903 -32 0.7 
1953 4,539 +657 0.4 29,700 +99 1.2 
1954 19,097 +321 1.2 40,776 +37 17 
1955 28,232 + 48 14 80,755 +98 3.3 
1956 67,344 +138 2.7 83,873 +3 2.6 
1957 60,497 - 10 25 80,357 - 4 2.1 


Source: Japan-China Export-Import Association, Ni-tchu Boeki Hakusho (White Paper on 
Trade Between Japan and Communist China) (Osaka: Daido Shoin Publishing Company, 1958), 


Statistical Appendix, p. 113. 


estimated that even under the most favorable cir- 
cumstances Japan cannot expect to augment her 
exports to mainland China above 10 per cent of 
the total. (1) As one would expect, socialists and 
Marxian economists in Japan are more optimistic 
about the situation. For example, Professor Mat- 
sui maintains that 


". . . The major part of the imports from the 
United States could be presumably shifted to 
the imports from mainland China. Now new 
China at the present moment follows the barter 
system as her foreign trade formula, and, 
therefore, the imports of so much volume will 
at once mean the reciprocal increase of exports 
to a similar level, which will be highly instru- 
mental in achieving the goal of balanced inter- 
national payments." (2) 


(1) Okita, Saburo, Rehabilitation of Japan's 
Economy and Asia, Japanese Ministry of Foreign 
Affairs, Planning Division, Economic Planning 
Board ( Tokyo: Ministry of Foreign Affairs, 1956), 
pp. 11-12. 


(2) Kiyoshi Matsui, "Some Notes on Japan's 
Foreign Trade," Kyoto University Economic Re- 
view, vol. XXVII, no. 2,October 1957, p. 54. For 
a more detailed account of Japan's foreign trade 
problems as viewed by a Marxian economist, 
see Matsui's Nippon no Boeki (Japan's Foreign 
Trade) (Tokyo: Iwanami Shinsho, 1958). 


If rice and raw cotton are imported from main- 
land China in large quantities, it is highly prob- 
able that there will be serious repercussive effects 
(1) that the termination of Japanese imports of, 
say, rice from Thailand and Burma would almost 
immediately cause a drastic fall in Japanese ex- 
ports to those countries as the reduction in incomes 
earned from exporting to Japan, and thereforethe 
weakening of their power to purchase Japanese 
produce, would lead to a concomitant decline of 
their imports from Japan. This is a possible and 
highly probable consequence, since those coun- 
tries (like many other underdeveloped countries 
in Southeast Asia) usually fail to possess abun- 
dant foreign-exchange reserves and their balance 
of payments is more often than not heldon a pre 
carious margin. 


The higher the degree of economic self-suffi- 
ciency Red China achieves, the less demand for 
Japanese sundries and consumption goods. Also, 
about 80 per cent of Red China's trade is carried 
on with the Soviet block, and this constitutes 
another difficulty which Japan encounters in es- 
saying to expand her exports to that area. For 
some time to come Japanese construction machin- 


(1) From April to September 1954 the first post- 
war shipments of rice from Red China arrived in 
Japan. As it was priced very low, the impact was 
felt immediately in the lowering of prices of rice 
in Taiwan and Thailand. 
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ery and equipment, ships, and vehicles may con- 
tinue to be in demand in exchange for coal and 
industrial salt. However, even though there may 
be a reopening of “free trade" between the Red 
Chinese market and the rest of the world, ona 
grander scale than at present, this time Japan will 
be exposed, unlike before World War II, to the 
vigorous competition of other advanced countries, 
and that competition will be mostkeenly felt in the 
field of heavy-industry products, of which Japan 
is a relatively inefficient supplier in the world 
market. 


Cohen has remarked: 


"... Comparative costs of production, quality 
and efficiency of products, durability, etc., 
will become important considerations in deter- 
mining how much Japan can sell to China. 
Many Japanese seem to have assumed that if 
controls on trade with Communist China are 
dropped completely, Japan will have the 
range of the market in China. But, as was 
seen when controls were relaxed in mid-1957, 
most leading industrial countries will com- 
pete, and the Japanese, with higher prices for 


machinery and equipment, may therefore 
obtain less of the market than they expect."(1) 


In the long run anything may happen in the 
world of economics before "we are all dead." For 
example, the industrialization of the Red Chinese 
economy will perhaps eventually reach such a 
high level in the future that advanced technology 
in the coal mining industry will make possible 
the production of enough coal to fulfill not only 
her domestic demand but also demand from 
abroad. This is by no means an unwarranted pre- 
diction, particularly in view of the fact that coal 
has been an important component of exports of 
the United States. Japan will then be ableto obtain 
a substantial portion of her coal-import require- 
ment from mainland China. However, inthe very 
long run anything else may also happen. As things 
stand now, the foreseeable future of the Red China- 
Japan trade relationship is not a rosy one. 


(1) J. B. Cohen, Japan's Postwar Economy 
(Bloomington: Indiana University Press, 1958), 
p. 189. 
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